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LETTER OF TRANSMITTAL

U.S. SENATE,
SpEcIAL COMMITTEE ON AGING,
Washington, DC, February 28, 1986.
Hon. GEorGe BusH,
President, U.S. Senate,
Washington, DC.

DEArR MR. PreSIDENT: Under authority of Senate Resolution 85,
agreed to February 28, 1985, I am submitting to you the annual
report of the Senate Special Committee on Aging, Developments in
Aging: 1985, volume 1.

Senate Resolution 4, the Committee Systems Reorganization
Amendments of 1977, authorizes the Special Committee on Aging
“to conduct a continuing study of any and all matters pertaining to
problems and opportunities of older people, including, but not lim-
ited to, problems and opportunities of maintaining health, of assur-
ing adequate income, of finding employment, of engaging in pro-
ductive and rewarding activity, of securing proper housing and,
when necessary, of obtaining care and assistance.” Senate Resolu-
tion 4 also requires that the results of these studies and recommen-
dations be reported to the Senate annually.

This report describes actions during 1985 by the Congress, the
administration, and the Senate Special Committee on Aging which
are significant to our Nation’s older citizens. It also summarizes
and analyzes the Federal policies and programs that are of the
most continuing importance for older persons, their families, and
for those who hope to become older Americans in the future.

On behalf of the members of the committee and its staff, I am
pleased to transmit this report to you.

Sincerely,
JonN HEINz, Chairman.
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SENATE RESOLUTION 85 (SECTION 19), 99TH CONGRESS,
1ST SESSION!

Skc. 19. (a) In carrying out the duties and functions imposed by
section 104 of S. Res. 4, Ninety-fifth Congress, agreed to February
4, 1977, and in exercising the authority conferred on it by such sec-
tion, the Special Committee on Aging is authorized from February
28, 1985, through February 28, 1986, in its discretion (1) to make
expenditures from the contingent fund of the Senate, (2) to employ
personnel, and (3) with the prior consent of the Government de-
partment or agency concerned and the Committee on Rules and
Administration, to use on a reimbursable basis the services of per-
sonnel of any such department or agency.

(b) The expenses of the committee under this section shall not
exceed $1,159,720, of which amount (1) not to exceed $35,000 may
be expended for the procurement of the services of individual con-
sultants, or organizations thereof (as authorized by section 202(i) of
the Legislative Reorganization Act of 1946, as amended), and (2)
not to exceed $1,000 may be expended for the training of the pro-
fessional staff of such committee (under procedures specified by
section 202(j) of such Act).

1 Agreed to February 28, 1984.
(v)



PREFACE

Congressional debate over spending priorities, heightened by a
$200 billion budget deficit, thrust aging issues back before the
public in 1985. Social Security and Medicare once again were
brought under intense scrutiny as Congress sought to allocate
budget cuts as broadly as possible. When Congress finally acted to
force a balanced budget with the so-called Gramm-Rudman-Hol-
lings bill, however, it exempted Social Security from the automatic
budget-cutting process and placed limits on Medicare cuts.

By removing Social Security from Gramm-Rudman, the Presi-

“dent and many Members of Congress acknowledged that this trust-
funded program does not contribute to the deficit and stands his-
torically as one of the most popular Federal programs. Congress
also recognized that eliminating cost-of-living adjustments for 1
year, as proposed, would edge more than 500,000 Social Security
beneficiaries into poverty.

Budget debates surrounding old age entitlements fueled critics of
aging programs who claimed the young are suffering because of
profligate spending on the old. This so-called intergenerational con-
flict is exacerbated by newly released statistics showing poverty
rates among the elderly at an all-time low, while poverty among
children reached record highs. Unfortunately, this simple statisti-
cal comparison overlooks the large number of elderly who still
hover just above the poverty line; the higher levels of spending by
the elderly on health care; and the importance of Federal spending
as a buffer against families becoming impoverished by caring for
the old. What irony that on the 50th anniversary of Social Security
and the 20th of Medicare, both programs came under attack for
achieving what they were designed to do—reduce poverty and eco-
nomic insecurity among America’s seniors.

The economic well-being of older persons remains a serious con-
cern, despite improvements in the overall poverty rate. In 1984, the
elderly, with a poverty rate of 12.4 percent, were worse off than all
other adults with a rate of 10.6 percent. These rates mask the pock-
ets of poverty among the elderly population. For instance, women
make up more than three-quarters of the elderly poor and their av-
erage income is only slightly more than half that of their male
counterparts. Older blacks have poverty rates that are three times
that of older whites; older hispanics twice the rate. These statistics
are especially disturbing. because .we now spend more than 28 per-
cent of the Federal budget on the elderly, and the public appears to -
have reached a‘limit in its willingness-to expand funding for aging
programs.

Preoccupation with Federal budget- deficits and generational
equity diverted attention away from the tremendous challenges

(VID



Vill

posed by the aging of the baby-boom generation and an explosive
growth in the oldest segment of our society. Projections of a seven-
fold increase-in the 85-plus age group by the year 2040 mean we
must begin now to design a more coherent long-term care system.
Now is the time as well to create employment opportunities for the
millions of current and future seniors who want to remain em-
ployed and whose skills will be needed to maintain the Nation's
economic growth. Unfortunately, little progress has been made on
either of these fronts.

Economic expansion and low inflation have meant relatively
stable living expenses for older Americans, even with only minimal
Social Security cost-of-living increases for the second year in a row.
Lower rates of increase in health care costs, in part the resuit of
the Medicare prospective payment system, offered some financial
relief for the Nation’s 27 million seniors.

Lower inflation and prospective payment hel shore up the fi-
nancially vulnerable Medicare system, as well. Stimulated by fi-
nancial incentives to provide more efficient care, hospitals have cut
waste and reduced the average length of stay by roughly 20 per-
cent. The Medicare trust fund appears solvent at least until the
end of the next decade.

But controlling cost increases came at a price—serious threats to
quality health care. In 1985, the Special Committee on Aging un-
covered problems of premature and inappropriate hospital dis-
charges, unprecedented increases in demands for post-hospital care
as patients are released “quicker and sicker,” and a quality moni-
toring mechanism inadequately equipped to do the job. Further
compromises on quality seem inevitable if Congress continues to
cut Medicare to achieve deficit reduction and unless more powerful
safeguards are implemented.

Concerns with health care for the elderly extend beyond ques-
tions of quality. Older Americans today pay as much of their
annual incomes out-of-pocket for care as they did before Medicare
was enacted in 1965. Prospective payment exacerbates the situa-
tion, both by shifting care to settings which require copayments,
and by triggering artificial increases in hospital deductibles.

Quality poses a new concern for seniors. Yet probably the great-
est concern remains an old one—the cost of long term care. Cur-
rently, government and the private sector offer little in the way of
options to protect against the devastating prospects of a chronic ill-
ness. Expanding Medicare—principally an acute care program—to
include long term care services seems highly unlikely given endur-
ing budget deficits.

Private insurance companies realize the demand for long term
care policies, but without accurate measures of future liability for
such services, most fear to venture forward. Those who have
stepped into this arena have met with only limited marketing suc-
cess. Solving the enormous problem of long term care requires the
cooperation of the public and private sectors—and it is a problem
whose solution is long overdue.

Improving the economic well-being of the elderly will necessitate
a restructuring of America’s retirement income system. At present,
34 percent of the income to elderly households comes from Social
Security, 21 percent from assets, and 28 percent from earnings. Pri-
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vate pensions are available to only one-half of workers retiring
today, and only one-half of those have earned substantial benefits.

Workers are not earning more pension income because many
jobs do not offer coverage, and because workers who are covered
may fail to earn, or may lose, benefits when they change jobs or
have low earnings. Solving these problems will require expanded
pension coverage, improved benefits and assurances that funds set
aside for retirement are not spent prematurely. In 1986, Congress
will have the opportunity to address these retirement income
policy concerns as it considers legislation to reform the tax code.

The Special Committee on Aging had a particularly productive
year in 1985. The committee was involved in the deficit reduction
debates as they centered around Social Security, Medicare, food
stamps, housing, the homeless, mental health, and health research.
The committee’s investigations led to the development of many key
legislative proposals. For example, our investigations into quality
of care problems under Medicare led to legislation reported by the
Finance Committee that would strengthen the Government’s
watchdog agencies (PRO’s) and offer improved protections for Medi-
care beneficiaries. A second investigation found that as much as $1
billion a year was being wasted by Medicare, and that Medicare
beneficiaries were at risk, all because of unnecessary surgery. As a
result, the fiscal year 1986 reconciliation bill passed by both the
Senate and House includes a provision to establish a second opin-
ion program for certain overused procedures.

The list of committee investigations and oversight activities goes
on to include review of pacemakers, organ transplants, and health
care coverage for widows, the unemployed, and children. Many of
these resulted in legislative recommendations to other committees.
Our review of the costs associated with keeping ventilator-depend-
ent patients in hospitals, for example, resulted in legislation which
would allow ventilator services at home, bringing savings to the
gg(\lre;lnment and happiness to the lives of these unfortunate indi-
viduals.

The committee’s work extends beyond investigations and legisla-
tive recommendations. In the past year we continued to inform the
public through committee prints, newsletters, and public hearings
focused on the most pressing issues before the Congress. On the
50th anniversary of gocia.l urity, the committee organized a
symposium and published a print intended to help restore public
confidence in this vital program. In areas of research, the commit-
tee reported on the health of older workers and the innovative per-
sonnel practices of companies who hire older workers. The commit-
tee produced demographic studies of America in transition to an
older society and analyses of census data to determine how older
Americans live. Each of these has helped to destroy myths and il-
lustrate unmet needs.

The report that follows discusses developments of importance to
older Americans in 1985. In line with changes implemented in
1984, the report surveys only Federal policies and programs and fo-
cuses exclusively on the major policy issues facing Congress and
the legislative activity on these issues in 1985. Demographic data is
now issued as Volume III. These and other changes are intended to
make this report more informative and easier to use.
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We are proud to acknowledge the dedicated work of the authors
of this report, the staff of the Special Committee on Aging. This
report is a synthesis of the extensive working knowledge they bring
to the committee.

The graying of America presents us with significant challenges
and opportunities. Providing for an ever-larger older population
with fewer resources will be only one of those challenges. Ensuring
high quality and accessible health care, adequate housing, and
social services will require the utmost in creativity and boldness.
But America’s seniors are not Jjust consumers of resources; with
ample opportunity they can contribute even greater amounts to the
Nation’s productivity. Our challenge is to expand those opportuni-
ties and to ensure that the promise of long life is worth living.

JoHN HEINz,
Chairman.
JOHN GLENN,
Ranking Minority Member.
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DEVELOPMENTS IN AGING: 1985
VOLUME 1

FEBRUARY 28 (legislative day, FEBRUARY 19), 1986.—Ordered to be printed

Mr. HEinz, from the Special Committee on Aging,
submitted the following

REPORT

[Pursuant to S. Res. 85, 99th Cong.]

Part 1

RETIREMENT INCOME

Budget deficit reduction and tax reform dominated the legisla-
tive agenda in the Congress in 1985, although significant legisla-
tion was enacted in neither area during the year. Throughout the
year, the prospects for passage of a budget reconciliation bill and a
tax reform bill appeared to ebb and flow like the tides. Finally, in
December a conference of the House and Senate agreed on fiscal
year 1986 budget reconciliation legislation and the House passed a
tax reform bill, deferring final approval of both until 1986. At the
same time, Congress enacted the Balanced Budget and Deficit Con-
trol Act of 1985 [Public Law 99-177}—so-called Gramm-Rudman—
setting in motion an entirely new budget process.

Retirement income issues in 1985 reflected the concentration of
the Congress on broad budget and tax policy questions. Social Secu-
rity’s contribution to deficit reduction and its role in the Federal
budget and public debt were hotly debated issues throughout the
year. An attempt early in the year to include a freeze in Social Se-
curity’s annual cost-of-living adjustment (COLA) in the congression-
al budget resolution nearly blocked agreement on fiscal year 1986
budget targets. This led, in the fall, to a campaign to accelerate
Social Security’s scheduled 1993 separation from the Federal
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budget. With ena¢tment of the Gramm-Rudman budget reform bill,
Congress separated Social Security from consideration in future
budget resolutions and reconciliation bills. The delay in a neces-
sary increase in the debt ceiling caused by the debate over Gramm-
Rudman led the Treasury to make a controversial disinvestment of
Social Security trust funds to pay November benefits. This with-
drawal ended the year with a review of Social Security’s relation-
ship to the debt ceiling.

Budget and tax reform legislation also provided an opportunity
to bring private pension concerns to the attention of the Congress
in 1985. The key pension topics were the funding and reform of the
insurance program that protects pension benefits when plans are
terminated, and expansion of coverage and improvement of bene-
fits. Legislation to fund and reform the single-employer termina-
tion insurance program had been before the Congress since 1982.
However, the inclusion of a premium increase in the President’s
fiscal year 1986 budget request gave the effort to reform this pro-
gram new momentum. Reform legislation was added to the budget
reconciliation legislation and agreed upon by the conference com-
mittee of the House and Senate before the end of the year.

Concern about the fairness of the distribution of pension benefits
and about the future adequacy of pension income was reflected in
the tax reform proposal submitted to the Congress by the President
in May. In addition, a growing interest in formulating a cohesive
national retirement income policy emerged through several hear-
ings on the subject in the House and Senate. Pension changes to
improve fairness and reduce tax expenditures were included in the
House-passed tax reform bill and will be considered by the Senate
in 1986. At the same time, legislation setting forth a proposal for a
national retirement income policy has also been placed before the
Congress.

Increasingly, Federal spending on retirement income has become
a focus of attention in the annual budget debate. Despite the ex-
emption of most of this spending from Gramm-Rudman’s automatic
cuts, the pressure from Gramm-Rudman to eliminate the more
than $200 billion Federal budget deficit by 1991 has already forced
COLA freezes in Federal civilian and military retirement, and will
force a continuing re-examination of our spending for other retire-
ment programs in the years to come.



Chapter 1

SOCIAL SECURITY—RETIREMENT AND
DISABILITY

OVERVIEW

In 1985, the focus of attention in Social Security continued its
shift from the short term financing problems which dominated the
1980-83 period to a growing concern with Social Security’s relation
to the Federal budget and long term financing outlook. Congress
also continued its concern with a variety of issues that have sur-
faced regarding SSA’s administration of its programs.

The most noteworthy event in 1985 was the involvement of
Social Security in deficit reduction efforts. The year began with a
proposal in the Senate Budget Committee to skip the 1986 Social
Security cost-of-living adjustment [COLA). The Senate later adopt-
ed a budget which included the Social Security COLA ‘“‘freeze” by a
one-vote margin. The freeze was rejected, however, in House-Senate
Conference on the budget. By fall, there was new interest in sepa-
rating Social Security from the Federal budget and budget process;
and this was accomplished as part of the Balanced Budget and
Emergency Deficit Control Act of 1985, the so-called Gramm-
Rudman-Hollings Act [Public Law 99-177]. The action by Congress
was fueled by two separate factors. First, since 1981, all Govern-
ment programs, including Social Security, have come under consist-
ent budget-cutting pressures, which in the case of Social Security
have usually taken the form of COLA freeze measures contained in
the administration’s proposed budgets. Second, fears arose that the
growing surpluses in the Social Security trust funds would compli-
cate efforts to balance the Federal budget.

Separation from the budget process was finally accomplished as
part of the Gramm-Rudman-Hollings Act. This new budget process
protects Social Security from program cuts, COLA cancellations,
and other changes included in budget reconciliation bills.

With the decline of concern over funding problems, increasing at-
tention was focused on criticism of the management of the Social
Security Administration. Problems which received the most atten-
tion included the /closing of SSA field offices, staff reductions, re-
covery of excess benefit payments, and mismanagement of comput-
er contracts.

Activity regarding the Disability. Insurance [DI] program also ex-
perienced a shift in emphasis during 1985. Strong opposition to
SSA’s 1981 policy of periodic review of disability cases resulted in
passage of the Social Security Disability Benefits- Reform Act of
1984, which has changed the basis for continued eligibility for dis-
ability benefits. In response to the-act,"SSA spent-1985 developing
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new rules and procedures for implementing the changes. Most of
the new rules did not go into effect until late 1985, so evaluation of
the rules and their effect will not take place until 1986. Several
issues will almost certainly arise as the year unfolds, including the
following: What role will the courts play in the review of previous-
ly denied cases; how will SSA handle the backlog of cases that has
built up; and what percentage of cases will be terminated under
the new rules?

Social Security was also greatly affected by the Gramm-Rudman-
Hollings Act in the sense that it was spared from the drastic effect
of the automatic program cuts that may take place under the act.
This action reinforced Social Security’s identity as a stable, depend-
able system designed to meet a variety of high priority needs.

A. SOCIAL SECURITY—OLD AGE AND SURVIVORS
INSURANCE

1. BACKGROUND

(A) HISTORY AND PURPOSE

Enacted in 1935, the Social Security Program was designed to
begin as a modest program with a relatively low tax rate and grow
in stages until it reached maturity in the 1980’s. As its architects
anticipated, Social Security has only recently come of age, with the
first generation of lifelong contributors retiring and beginning to
draw benefits. While Social Security has expanded and changed
substantially over the course of its development, the basic princi-
ples which guided the framers of the old-age pension program in
1935 have remained unaltered.

The design of Social Security reflects a compromise among a va-
riety of purposes. This compromise is both a key to the program’s
broad-based political support and a cause of much of the criticism
it receives. For while Social Security provides a mixture of insur-
ance protection, earned pension benefits, and minimally adequate
income in old age, it must make separate concessions in the value
of each to achieve a combination that works. One current method
of criticizing the program has been to evaluate the quality of bene-
fits from only one perspective. For instance, many point to the pos-
sibility that rates of return on Social Security taxes paid by the
highest wage earners may, in the long run, compare poorly with
the rates of return on private investments. While it may be popu-
lar when discussing Social Security with a younger worker to focus
on only one aspect of the system, this results in a distorted evalua-
tion of the larger purposes of Social Security.

To ensure an accurate picture of the program, there are a
number of features that should be factored into any equation
which attempts to measure the value of Social Security.

First, Social Security provides younger workers with protection
from the unpredictable and random costs of financial support for
their own aged parents and relatives. The pay-as-you-go financing
for Social Security, seen from this perspective, uses periodic pay-
ments by younger workers to insure their own earnings against the
cost of parental support. By spreading these costs across the work-
ing population, younger workers have a smaller, fairer, and more
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predictable financial burden, and their parents have a degree of fi-
nancial independence. This aspect of the program justifies univer-
sal coverage, since exemptions from coverage permit individuals to
pass to others the costs of supporting their own parents. It also jus-
tifies features which will provide adequate retirement and survi-
vors benefits, so that younger workers will be fully protected from
having to supplement the incomes of their relatives.

Second, Social Security provides workers and their families with
a “floor of protection” against sudden loss of their earnings due to
their own death, disability, or retirement. This insurance is intend-
ed to protect only a portion of the income needed to preserve the
previous living standard of the worker and his family, and is to be
supplemented through private insurance, pensions, savings, and
other arrangements made voluntarily by the worker. Receipt of
benefits is based on the occurrence of an insured-against event,
such as retirement, which is determined by comparing the individ-
ual to some “test” or standard, such as the retirement or earnings
test. Should the individual meet the test, benefits are then provid-
ed regardless of any income from other sources.

Third, Social Security provides the individual wage earner with a
basic pension benefit upon retirement. Social Security benefits, like
those provided separately by employers, are related to-each work-
er's own average career earnings. Workers with higher career
earnings receive greater benefits than workers with low earnings.
Each individual’s own earnings record is maintained separately for
use in computing future benefits. The earmarked payroll taxes paid
to finance the system are often termed “contributions” to reflect
their role in accumulating service credits. This mixture of features
in Social Security has been the source of public confusion about the
program over the years. The similarities between Social Security
and a pension, for example, have led many people to believe that
the system is funded, as a private pension might be, through work-
ers’ contributions invested in a trust fund account and used to pay
benefits in the future. Others focus on the rate of return on contri-
butions—as if Social Security were a form of individual investment.

A program with the essential social functions and multiple pur-
poses of Social Security defies comparison with other financial or
insurance vehicles. While a particular vehicle, such as an individ-
ual retirement account (IRA), may perform one function more suc-
cessfully for some than does Social Security, no single vehicle could
perform the unique combination of functions without approximate-
ly Social Security in its features. Most criticisms of Social Security,
therefore, readily translate into criticisms of its mix of functions.
For example, some critics believe Social Security ought to be only a
pension plan, leaving the insurance and intergenerational support
functions to specially tailored alternative programs. Others argue
that Social Security should be a welfare program, providing basic
benefits to the poor, and allowing middle and upper income work-
ers to invest their earnings in private vehicles, such as IRA’s.
Though the use of separate programs would eliminate the compro-
mises entailed in Social Security, it could also raise tremendously
the total cost of performing all of Social Security’s functions, and
most likely jeopardize the widespread political support that has de-
veloped for the program.
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The Social Security Program, which was created during the
Great Depression, is only now becoming a mature social insurance
program. The decade of the 1980’s marks the first generation of
lifelong contributors retiring and beginning to draw benefits. Also
during this decade, it is expected that payroll tax rates, eligibility
requirements, and the relative value of monthly benefits will final-
ly stabilize at levels reasonably close to those planned for the
system.

(B) PROGRAM CHARACTERISTICS

The national old-age, survivors, and disability insurance (QOASDI)
program, commonly referred to as Social Security, is the largest
and most important income maintenance program in the United
States. Based on social insurance principles, the program provides
monthly cash benefits designed to replace, in part, the income that
is lost to workers or their families when the worker retires in old
age, becomes severely disabled, or dies.

In October of 1985, about 36.9 million people received $15.4 bil-
lion in monthly benefits. Retired workers, numbering about 22.3
million, received monthly payments averaging $426. Disabled work-
ers, numbering 2.7 million, received monthy payments averaging
$469. Widows, widowers, surviving children, and other dependents,
numbering 11.9 million, made up the balance of the recipients.
Widows and widowers received an average benefit of $417. Survi-
vors and other dependents received an average benefit of $320.

Funding for the Social Security system comes from payroll taxes
paid by virtually all employers and employees in the country. In
1985, about 123 million workers were engaged in covered employ-
ment, representing about 95 percent of the jobs in the country.
Social Security taxes flow into two trust funds: the Old Age and
Survivors Insurance Trust Fund (OAS), and the Disability Insur-
ance Trust Fund (DI). Other portions of the payroll taxes fund the
Federal Hospital Insurance Trust Fund, and the Federal Supple-
mentary Medical Insurance Trust Fund. The combined OAS and DI
taxes now amount to 11.4 percent of the first $42,000 of payroll,
paid in equal parts by the employer and employee. In 1988, the tax
rate will rise to 12.12 percent. In 1990 it will become 12.4 percent.
Self-employed persons now pay 11.4 percent of their earnings in
Social Security taxes. This figure will rise to 12.12 percent in 1988,
and 12.4 percent in 1990. The taxable wage base will also rise pro-
portionately with the average annual wage.

The Social Security trust funds currently take in more in taxes
than they pay in benefits. At the end of September 1985, the bal-
ance in the two funds stood at $39.7 billion, an increase of $7.5 bil-
lion over September 1984.

(C) FINANCING
(1) Financing History .

As recently as 1970, OASDI trust funds maintained reserves
equal to a full year of benefit payments; an amount considered ‘ade-
quate to meet any disruptions in expenditures or income due to un-
foreseen economic fluctuations. When Congress passed .the 1972
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amendments to the Social Security Act, it was assumed that the
economy would continue to follow the pattern prevalent in the
1960’s: Relatively high rates of growth and low levels of inflation.
Under these conditions, Social Security revenues would have ade-
quately financed benefit expenditures, and trust fund reserves
would have remained sufficient to weather economic downturns.

The experience of the 1970’s was considerably less favorable than
forecasted. High levels of inflation and slow wage growth increased
expenditures in relation to income. The Social Security Amend-
ments of 1972 had not only increased benefits by 20 percent across-
the-board, but also indexed automatic benefit increases to the CPL
Inflation fueled large benefit increases, with no corresponding in-
crease in payroll tax revenues due to comparatively lower real
wage growth. Further, the recession of 1974-75 raised unemploy-
ment rates dramatically, lowering payroll tax income. Finally, a
technical error in the initial benefit formula created by the 1972
legislation led to “over-indexing” benefits for certain new retirees,
and thereby created an additional drain on trust fund reserves.

Congress responded to the financing problem first by enacting
the Social Security Amendments of 1977. Again, however, the econ-
omy did not perform as well as predicted, and the long term defi-
cits remained. Subsequently, at the end of 1981, the President ap-
pointed a 15-member, bipartisan, National Commission on Social
Security Reform to search for a feasible solution to Social Securi-
ty’s financing problem. The Commission was given a year to devel-
op a consensus approach to financing the system.

By the end of 1981, OASI reserves had declined to $24.5 billion,
an amount sufficient to pay benefits for only 1% months. By No-
vember 1982, the OASI trust fund had exhausted its cashable re-
serves and in November and in December was forced to borrow
$17.15 billion from DI and HI trust fund reserves to finance benefit
payments through July 1983.

At the beginning of 1983, Congress moved quickly to enact legis-
lation to restore financial solvency to the OASDI trust funds. This
comprehensive package improved financing by $166 billion between
1983 and 1989, and eliminated a deficit which had been expected to
average 2.1 percent of payroll over the next 75 years.
~ The Commission’s recommendations split the near-term costs
roughly into thirds: 32 percent of the cost was to come from work-
ers and employers, 38 percent was to come from beneficiaries, and
30 percent was to come from other budget accounts—including con-
tributions for new Federal employees. The long-term proposals,
however, shifted almost 80 percent of the costs to future benefici-
aries.

The major changes in the OASDI Program resulting from the
1983 Social Security amendments were in the areas of coverage,
the tax treatment and annual adjustment of benefits, and payroll
tax rates. Key provisions include:

Coverage.—All Federal employees hired after January 1, 1984,
were covered under Social Security, as were all current and future
employees of private, nonprofit, tax-exempt organizations. State
and local governments were prohibited from terminating coverage
under Social Security.
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Benefits.—COLA increases where shifted to a calendar year
basis, with the July 1983 COLA delayed to January 1984. A special
feature was added to calculate the COLA on the lesser of wage or
pficedindex increases in the event that trust fund reserves are de-
pleted.

Taxation.—One-half of Social Security benefits received by tax-
payers whose income exceeds certain limits—$25,000 for an individ-
ual and $32,000 for a couple—was made subject to income taxation,
with the additional tax revenue funneled back into the retirement
trust fund.

Payroll taxes.—The previous schedule of payroll tax increases
was accelerated, and self-employment tax rates were increased.

Retirement age increase.—An increase in the retirement age from
65 to 67 was passed to be gradually phased in between the years
2000 to 2022.

The 1983 amendments have resulted in a rgajor improvement in
the condition of the OASDI trust funds. Based on intermediate as-
sumptions, it is expected that reserve ratios will increase from a
low of 11 percent of annual outgo at the beginning of 1983 to 50
percent of outgo by the beginning of 1989. These reserves should be
sufficient to continue uninterrupted benefit payments throughout
the decade, and repay the HI trust fund for previous loans.

(9) OASDI—Near-Term Financing

The recent economic recovery, which brought lower inflation and
lower unemployment rates than anticipated has heightened the
ameliorative effects of the 1983 amendments. In the short term,
OASDI funds are anticipated to increase steadily each year under
all but the most pessimistic assumptions employed by Social Secu-
rity actuaries. Even under pessimistic assumptions, reserve ratios
are expected to decline slightly, and then increase again in 1989.
The trust funds should continue to grow faster than anticipated by
the 1983 legislation, although some of this improvement may be
limited by an expansion in DI Program costs, due to legislation en-
acted in 1984.

Despite favorable economic performance, some argue that the
short-term financing of Social Security does not leave a large
enough buffer against unforeseen economic downswings, and that
additional financing measures may be necessary to guarantee con-
tinued solvency.

Overall, the truly critical years in which reserves are slim are
those between the present and 1988, when a major payroll tax in-
crease goes into effect, and reserves will build rapidly. In the
period prior to 1988, under intermediate assumptions, the 1985
Social Security trustees report predicts that reserves should remain
between 24 and 30 percent of projected outgo. Under pessimistic as-
sumptions, reserves will drop to a low of 19 percent in 1988. Al-
though the trustees consider their assumptions conservative, it is
plausible to consider more pessimistic scenarios that predict an im-
minent financing crisis. However, this possibility seems unlikely.
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TABLE 1.—COMBINED OASDI RESERVE RATIOS AS A PERCENTATGE OF ANNUAL OUTGO UNDER
ALTERNATIVE ASSUMPTIONS: 1985-1995

Calendar year Optimistic Intermediate 1-B Pessimistic
1985 24 2% 2
1986 27 25 22
1987 31 27 20
1988 39 30 19
1989 56 41 21
1990 16 54 21
1991 103 n 26
1992 127 87 32
1993 156 104 39
1994 181 121 45
1995 216 139 53

Source: 1985 Trustees report, p. 70.

(3) OASDI—Long-Term Financing

In the long run, the Social Security trust funds appear to be in
close actuarial balance, meaning that over the next 75 years, it is
projected that the taxes collected for Social Security will fall
within plus or minus 5 percent of the amount needed to pay bene-
fits. Under current projections based on intermediate assumptions,
the trustees predict that the trust funds will remain solvent
throughout the next 75 years.

Although the OASDI trust funds remain healthy, under forecasts
for the long term, it should be emphasized that the trust fund expe-
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rience in each of the three 25-year periods between 1985 and 2060
varies considerably. In the first 25-year period—1985 to 2009—the
trust funds are expected to accumulate rapidly, and remain an
annual surplus of revenues equal to 2.40 percent of taxable payroll.
As a result of these surpluses, OASDI reserves are expected to
build to over 250 percent of an annual outgo by the year 2000.

In the second 25-year period—2010 to 2034—the financial condi-
tion of OASDI is expected to continue improving in the early years,
but begin deteriorating toward the end of the period. Trust fund re-
serves are expected to grow over 500 percent of annual expendi-
tures by 2015, and then decline, reaching 343 percent of outgo by
2035. The average surplus during this period will be only 0.72 per-
cent of taxable payroll.

The third 25-year period—2035 to 2059—is expected to be one of
continuous deficits. Program costs will grow until 2035 and level
off, remaining above annual revenues. By the end of this period,
continuing deficits are expected to have depleted the trust funds.
Annual deficits over the 25-year period are expected to average
1.16 percent of taxable payroll.

TABLE 2.—COMPARISON OF ESTIMATED COST RATES AND INCOME RATES OF THE OASDI PROGRAM,
ON THE BASIS OF ALTERNATIVE 11-B, CALENDAR YEARS 1985-2060

{As a percentage of taxable payroll]

Cost rate Income rate
lendar year N Balance
ol oS! ol Tl Payohta TS0 g
Alternative II-B:
1985 10.10 119 11.29 11.40 0.21 1161 0.32
1986 9.98 1.1 11.09 11.40 22 11.62 53
1987 9.97 1.08 11.05 11.40 24 11.64 .59
1988 9.97 1.06 11.04 12.12 .26 12.38 1.34
1989 9.95 1.05 11.00 12.12 28 1240 141
1990 10.03 1.04 11.07 12.40 31 1271 1.64
1991 10.01 1.03 11.04 12.40 34 12.74 L0
1992 10.00 1.03 11.03 12.40 37 1277 1.74
1993 9.98 1.03 11.01 12.40 40 12.80 178
1994 9.96 1.04 11.00 12.40 43 12.83 1.83
1995 9.81 1.05 10.86 12.40 40 12.80 1.94
1996 9.65 107 10.72 12.40 40 12.80 2.08
1997 9.47 1.08 10.55 12.40 .39 12.79 2.24
1998 9.26 1.09 10.35 12.40 39 12.79 2.44
1999 9.11 1.10 10.21 12.40 .39 12.79 2.57
2000 9.04 112 10.17 12.40 39 12719 2.62
2001 8.98 115 10.13 12.40 39 1279 2.66
2002 8.93 1.18 10.11 12.40 39 1279 2.68
2003 8.88 1.21 10.09 12.40 39 1279 210
2004 8.84 1.25 10.09 12.40 A0 12.80 2.70
2005 8.83 1.29 10.12 12.40 .40 12.80 2.67
2006 8.86 1.34 10.20 12.40 Al 12.81 2.61
2007 8.91 1.38 10.29 12.40 41 12.81 2.52
2008 8.98 142 10.40 12.40 A2 12.82 242
2009 9.11 1.46 10.56 12.40 43 12.83 2.2
2010 9.26 148 10.74 12.40 A4 12.84 2.10
2015 10.38 1.60 11.98 12.40 .51 1291 93
2020 1185 166  13.51 12.40 .59 1299 —.52
2025 13.17 1.74 14.90 12.40 57 13.07 —183
2030 14.01 1.69 15.70 12.40 J3 13.13 -2.57
2035 1425 164 1589 1240 .16 1316 273

2040 14.06 165 1571 12.40 g Bm -2
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TABLE 2.—COMPARISON OF ESTIMATED COST RATES AND INCOME RATES OF THE OASDI PROGRAM,
ON THE BASIS OF ALTERNATIVE 11-B, CALENDAR YEARS 1985-2060—Continued

[As a percentage of taxable payroll) -
Cost rate Income rate
Cafendar yea N Bala
' O Tol Paoita 3Gl gy "~

2045 » 13.90 L70 1558 12.40 I8 1318 241
2050 13.88 170 1558 12.40 J8 1318 240
2055 13.86 169 1555 12.40 J8 1318 237
2060 13.83 169 1551 12.40 J8 1318 233
25-year averages:

1985-2009........voooeorevereeee 9.46 L15 1062 12.26 36 1262 2.00

2000-2034...conerveeer 12.14 165 1379 12.40 61 13.01 —.78

2035-2059 13.96 168 1564 12.40 J8 1318 246
T5-year average:

1985-2059 11.85 149 1335 12.35 58 1294 —41

Source: 1985 Trustees report, p. 64.
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(a) Midterm surpluses

In the years between 1990 and 2025, it is projected that Social
Security will receive far more in income than it must distribute in
benefits. Under current law, these surpluses will be invested in in-
terest-bearing Federal securities, and will be redeemable to Social
Security in the years in which benefit expenditures exceed payroll
tax revenues—2025 through 2060. During the years in which the
assets are accumulating, these reserves will far exceed the amount
needed to buffer the OASDI funds from unfavorable economic con-
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ditions. As a matter of policy, there is considerable controversy
over the purpose and extent of these surplus funds, and the politi-
cal and economic implications they entail.

During the period in which Social Security trust fund surpluses
are accumulating, the surplus funds can be used, indirectly, to fi-
nance other Government expenditures or reduce the public debt.
During the period of OASDI shortfalls, the Federal securities previ-
ously invested will be redeemed, causing income taxes to buttress
Social Security. In essence, the assets Social Security accrues repre-
sent internally held Federal debt, which is equivalent to an ex-
change of tax revenues over time.

The net effect on revenues of this exchange is the same as if
Social Security taxes were lowered and income taxes raised in the
1990’s and Social Security taxes raised and income taxes lowered in
2020, the two tax methods have vastly different distributional con-
sequence.

Social Security is financed by a regressive payroll tax, whose
regressivity is justified on the basis that the benefit structure is
progressive. The key policy issue is the significance of either sce-
nario in the larger picture of the total Federal budget. In both in-
stances, there is an incentive to spend surplus revenues in the
1990’s, and cut back on underfunded benefits after 2020.

What will happen to the surpluses Social Security lends to the
general fund? These funds will enable Congress to spend money
elsewhere without raising taxes or borrowing. This money could be
used to fund new Federal programs, to reduce and possibly elimi-
nate the budget deficit, or, with sufficient surpluses, to pay off the
national debt. What will happen when this debt has to be repaid to
Social Security? Either general revenues will have to be increased,
or spending will have to be cut.

There are a number of alternative policy options for addressing
the surplus/shortage problem. One choice would be simply to cut
OASDI taxes in the coming decades, and encourage workers to save
privately for their retirement—through tax-favored IRA’s for ex-
ample—and reduce future Social Security benefits for those who do
so. Alternatively, Congress could choose to create a floating tax
rate, which would increase or decrease in direct relation to expend-
itures. This method would conform to the pay-as-you-go model of fi-
nancing. Another option would be to direct a portion of the surplus
OASDI revenues to the Medicare (HI) trust fund, which is expected
to face severe financing problems in the coming years.

(b) Long-term deficits

At this time, there are neither short-term nor long-term deficits
projected in the OASDI trust funds, and though there are a wide
variety of issues that must be considered in the future, there is no
compelling need for Congress to make major changes in Social Se-
curity in the near-term. However, it should be emphasized that
Social Security is vulnerable to general economic conditions, and
should they deteriorate, Congress may need to revisit the financing
of the system. Furthermore, Social Security may be subject to ex-
ternal political pressures to change its structure, notwithstanding
its financial condition.
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2. Issues

(A) SOCIAL SECURITY’S RELATION TO THE BUDGET

Since 1981, the Congress has experienced continuous pressure to
limit Government spending and reduce growing Federal deficits.
This pressure reached center stage in the annual congressional
budget process. Because the budget process included the income
and outlays of Social Security, the program became a target of
many budget-cutting proposals, which usually involved some form
of COLA delay or cancellation. This gave rise to a debate about the
wisdom of including Social Security in the annual budget process.

At the heart of this debate lay fundamental differences of per-
spective regarding the relation of Social Security to other Govern-
ment programs. Advocates of removal from the budget process cite
several reasons in support of their position: (1) Social Security has
long range goals—it aims to provide retirement income and disabil-
ity insurance that all Americans can rely on for the future—that
are incompatible with the short-term revenue and spending con-
cerns of the yearly budget cycle; (2) Social Security is funded by a
separate payroll tax that is credited only to the Social Security
trust funds, so the effects of a shortage of revenue or an excess of
spending in other areas of the budget should not be allowed to spill
over into the Social Security Program; (3) Inclusion of Social Secu-
rity in the budget allowed the politics involved in the budget
debate to complicate and confuse policy questions regarding the
future of Social Security; and (4) Confidence in the system suffers
by the impression that retirement plans must be constantly adjust-
ed in response to the changing political climate.

Those who support inclusion of Social Security in the budget
process make several points: First, that the Federal budget con-
tains many programs that fulfill long-range goals, and that Social
Security should not be excepted; Second, that it is impossible to
confront the Government’s taxing and spending problems compre-
hensively without including Social Security, which accounted for
roughly 15 percent of Government outlays in 1985; Third, that de-
spite its long-range goals, Social Security, like all Government pro-
grams, is and should be controlled by the political process, which
necessarily responds to the pressures of the moment.

Another aspect of the debate concerns the effect on the budget
process of the expected surpluses in the Social Security trust funds.
In fiscal 1986, the system is expected to take in $5 to $6 billion
more in taxes than it pays in benefits. By 1990, after two scheduled
payroll tax increases, the yearly surplus will amount to an expect-
ed $55 billion. Many felt that the inclusion of this large surplus in
the budget would disguise the magnitude of the deficits created by
the balance of the Government’s taxing and spending policies, and
might reduce the pressure on Congress to reduce those deficits.

(B) DISINVESTMENT OF THE TRUST FUNDS

Confidence in the Social Security system suffered a blow, and
substantial confusion was generated as a result of actions taken by
the Treasury Department during the debt ceiling crisis of late 1985.
In September, Treasury began to run out of cash as it approached
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the debt ceiling. Unable to borrow from the general public to fund
the Government’s operating deficit, and in order to generate cash
to make benefit payments, Treasury ‘disinvested” or cashed in
long-term securities held by the retirement [OASI] and disability
[DI] trust funds. Public perception of the disinvestment was that
Treasury had used trust fund assets to operate other Government
programs. Many also protested the loss of interest that the funds
will likely suffer when the disinvestment amounts are reinvested
in long-term securities in June of 1986. Interest loss will likely
result due to expected lower interest rates at that time. The impact
of the problem was compounded by the revelation, in hearings
before the Senate Finance Committee, that Treasury had previous-
ly disinvested funds in August of 1984, with a loss of interest and
without notifying Congress of its actions.

Disinvestment of the trust funds was made possible by virtue of
the relationship between assets of the trust funds and the calcula-
tion of the debt ceiling. The debt ceiling as presently calculated in-
cludes not only debt issued by Treasury to the private sector, which
totalled $1,509.9 billion at the close of fiscal 1985, but also Treasury
debt issued to various Federal trust funds, which totalled $317.6
billion. The principal trust funds holding Treasury debt are the
Social Security Retirement, Disability, Medicare, and Medicaid
funds, and the Black Lung, Highway, Airport, Military Retirement,
Railroad Retirement, Civil Service Retirement, Revenue Sharing,
Foreign Military Sales, and Toxic Waste Superfund trust funds.

Debt issued to trust funds is fundamentally different from debt
issued to the private sector. Trust fund debt generally arises as a
result of the method which Treasury uses to account for the receipt
of tax revenues which are dedicated to a specific purpose. In the
case of the Social Security Retirement Fund for instance, Treasury
credits the fund at the beginning of each month with the estimated
amount of FICA “payroll” taxes that it expects to receive during
the course of the month. The credit to the fund takes the form of
short-term special debt issues—a type of security which is in effect
an internal Government 1.0.U. from Treasury’s operating cash ac-
count to the retirement fund. Although these securities do not rep-
resent debt issued to the general public, they are included in the
calculation of total Government debt for purposes of the “debt ceil-
ing”—the statutory limit on total Government borrowing. These se-
curities are cashed in over the course of each month as the general
revenue account pays out benefits. When payroll taxes exceed ben-
efits, as they currently do, securities accumulate in the trust fund
accounts. In September 1985 for instance, the Treasury received
$16.2 billion in payroll taxes, but paid out only $14 billion in bene-
fits. On June 30 of each year, the accumulated short-term securi-
ties are converted to long-term special debt issues, which also count
against the debt ceiling. The balance in the trust fund thus repre-
sents the total amount by which payroll taxes have exceeded bene-
fits paid. ' .

The disinvestment of the Social Security trust funds in response
to the debt ceiling crisis resulted from the fact that the securities-
held by the funds are part of the total Government debt for pur-
poses of calculating the debt ceiling. When total debt began to ap-
proach the debt ceiling, Treasury found itself short of cash, and
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was unable to issue new debt to the public to raise cash. Because
Social Security benefit payments must be made each month before
the month’s payroll taxes are received, the Treasury needed cash
to back the checks issued in the first week of November. The
Treasury Secretary, who is also managing trustee of the Social Se-
curity trust funds, chose to convert long-term securities held by the
trust funds into bonds which could be sold to the general public. In
effect, this exchanged one form of Government debt for another
without exceeding the debt ceiling.

If the special debt issues held by the funds had not been included
in the calculation of the debt ceiling, Treasury would not have
been able to convert the trust fund’s securities into cash. However,
Treasury would have also been unable to make benefit payments
as it ran out of cash. This does not mean that benefits would not
have been paid, because, when confronted with debt crises in the
past, Congress has always provided temporary debt ceiling exten-
sions that allowed payment of benefits. The inclusion of trust fund
debt in the debt ceiling merely provided Treasury with a means of
delaying the inevitable debt crisis.

However, while Treasury was able to make benefit payments on
time in the face of a debt crisis, its disinvestment of the funds
caused immediate concern over the loss of interest on the disinvest-
ed securities. Disinvestment of the trust funds also led to confusion
and lack of confidence in the future of the trust funds, leading
many critics to seek assurance that it would not occur again. One
suggested solution lies in removing trust fund debt from the calcu-
lation of the debt ceiling. The attractiveness of this solution is that
it provides a simple means of preventing future manipulation of
the trust funds without impeding Treasury’s ability to conduct rou-
tine transactions and investments. It would also further the policy
goal of distinguishing the Social Security taxation and benefit proc-
ess from the balance of the Government’s taxing and spending pro-
grams.

Furthermore, critics maintain that inclusion of trust fund bal-
ances in the debt ceiling does not serve the ostensible purposes of a
limit on borrowing by the Treasury. To the extent that the debt
ceiling is intended to represent the degree to which Government
has financed its programs by borrowing from the private sector,
the trust fund balances distort the picture—trust funds merely rep-
resent one Treasury account borrowing from another. This distor-
tion will increase in the future because of the expected growth of
the surplus in the Social Security retirement fund from the current
$33.9 billion to $584 billion in 1995 and $2.67 trillion in 2005 (esti-
mates reflect expected increases in wages, prices, and G.N.P.).

Another long-range benefit of removing trust fund balances from
the debt ceiling results from the example created regarding the fi-
nancing of the Government’s debt to the trust fund. In the most
recent crisis, Treasury was able to finance the debt to the trust
fund by raising its level of borrowing from the general public with-
out the approval of Congress because Treasury was able to convert
internally held debt into external debt without affecting the debt
ceiling.



16

(C) ADMINISTRATIVE ISSUES IN SOCIAL SECURITY

Over time, Congress has monitored the performance of the SSA
in carrying out its most basic mission—dignified, high quality serv-
ice to the public. In the 1950’s and 1960’s, SSA was viewed as an
elite agency, marked by high employee morale and excellent man-
agement. In the past 15 years, however, there has been some con-
cern that the agency has lost its esprit de corps, and the quality of
public service has declined. Factors cited as causing this decline in-
cluded new agency responsibilities (for example, the creation of SSI
in 1972), multiple administrative reorganization efforts, and the
fact that SSA has had nine different commissioners in the last 13
years. Many claim that public confidence in the agency is at an all
time low, and that the agency’s traditional emphasis on public
service has been sacrificed for an emphasis on efficiency.

(1) SSA as an Independent Agency

In the last two decades, many have argued that SSA’s adminis-
trative performance would be improved if it were established as a
separate agency, independent of the Department of Health and
Human Services [HHS]. Both the National Commission on Social
Security, reporting in 1981, and a majority of the members of the
1983 National Commission on Social Security Reform, recommend-
ed that the Social Security Administration be established as an in-
dependent agency. Advocates of an independent agency often cite
the need for continuous, consistent leadership in Social Security,
which is by nature a program involving very long-term consider-
ations. It is frequently argued that because Social Security is a pro-
gram with long-term obligations, it should be shielded from short-
term partisan politics and bureaucratic infighting, and that Admin-
istrative independence would enhance public confidence in the pro-
gram. For that reason, some analysts have recommended that a bi-
partisan board manage and oversee Social Security, and was the
case in the first decade of the program—1935-46.

As part of the 1983 Social Security amendments, Congress estab-
lished the Congressional Panel on Social Security Organization to
identify an appropriate method for removing the SSA from HHS
and establishing SSA as an independent agency, with its own ad-
ministrative structure and responsibilities.

The panel’s final recommendations to Congress include the fol-
lowing:

—An independent SSA should be headed by a single Administra-
tor, appointed by the President, with the advice and consent of
the Senate, to a statutory 4-year term.

—The agency would have responsibility for the OASDI and SSI
Programs. ‘

—A permanent, bipartisan advisory board of nine members—five
appointed by the President, two by the Senate, and two by the
House—would oversee the program, and would make policy
recommendations to the Administrator, the President, and
Congress.

—The new agency would be delegated certain administrative
functions currently handled by the Office of Personnel Man-
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agement (OPM) and the General Services Administration
(GSA) to allow for greater operational flexibility.

The panel recommended including only Social Security and SSI
in a separate agency. Medicare was not included. Opponents of in-
cluding Medicare in an independent SSA point out that it would be
operationally advantageous to have an agency that handles case
benefits only, and that incorporating Medicare which involves
third-party intermediaries and a whole different set of administra-
tive tasks, greatly complicates the mission of an independent SSA.
Also, in the same sense that it is appropriate to link OASDI and
S8, it is reasonable to want to keep Medicare and Medicaid togeth-
er, due to the overlap between the programs in clientele, structure,
and purpose as public health care financing programs. If both Med-
icare and Medicaid were to be brought under SSA, it would leave
HHS with little responsibility. Some argue that SSA would then be
an enormously complex, multi-program agency, with all the prob-
lems attendant upon HHS at present.

The various proposals to establish SSA as an independent agency
raise a number of important policy issues—most fundamentally,
the question of whether it is necessary to remove SSA from HHS,
Sponsors of independent agency proposals often point out that
since 1971, SSA has had nine different Commissioners and HHS
has had six different Secretaries. SSA has been administratively
reorganized a number of times in the past decade, and there has
been very little continuity or long-term coherence in leadership
and policy. Further, advocates point to major policy debacles that
have plagued Social Security in the past 5 years, including the
crisis in the Disability Insurance (DI) program created by the over-
zealous implementation of the continuing disability reviews, and
the retroactive elimination, and subsequent restoration of the
Social Security minimum benefit. Supporters contend that with an
independent agency, high level leadership would be more sensitive
to the integrity of Social Security, and more effective in promoting
sound policy and administration.

Opponents of an independent SSA point out that most agency
problems do not result from SSA’s location as a part of HHS, but
are rather the result of poor planning and policymaking. Organiza-
tional structure may be less to blame than bad leadership, low
morale, and the disruptive effect of ill-considered and voluminous
congressional legislation. Some claim that changing an administra-
tive structure will not by itself eliminate the problems of bad
policy. This can only be accomplished by appointing intelligent and
competent officials, and by Congress making legislative decisions
less haphazardly and with greater consideration for the adminis-
trative ramifications of statutory changes.

Opponents of an independent agency also argue that an inde-
pendent agency would not, and shouid not, put Social Security
above politics. A board appointed by the President would not neces-
sarily be politically neutral, nor would a single administrator. In
establishing an independent tribunal, with diminished accountabil-
ity to the President, it is argued that Social Security will be less
accountable to the views of the public, and less subject to reform or
revision should that become desirable or necessary in the future.
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(2) Recoupment of Overpayments

A very specific administrative concern in the recovery of benefit
overpayments was revealed in a December 1983 Senate Aging Com-
mittee hearing on “Social Security: How Well Is It Serving The
Public?” Many recipients of Federal benefits elect to have their
payments made directly to their bank account by an automatic
credit process called electronic funds tranfers [EFT]. In cases where
these beneficiaries die, but continue to receive benefits, Social Se-
curity notifies the Treasury Department that too much money has
been credited to the account of the beneficiary. The Treasury De-
partment then seeks to recover payments for the month of death or
thereafter by directing the bank where the beneficiary has an ac-
count to return the amount owed to the Government. At the time
of the 1983 hearing, this process took place with no advance notice
to the beneficiary or joint account holder. In 1983, there were over
300,000 Treasury recoupments involving the use of EFT procedures.

Because the bank was required to quickly comply with the order
to return the money to the Treasury Department, any notice pro-
vided by the bank usually occurred after the recoupment. This ar-
rangement resulted in cases in which the Treasury Department
and the bank erroneously recovered overpayments from EFT ac-
counts without affording the beneficiary or account holder a
chance to contest the overpayment claim or to seek a waiver of the
recovery. It caused much confusion and hardship to some Social Se-
curity beneficiaries.

At the close of the hearing, Senator Heinz asked Treasury De-
partment officials to correct the problem by amending the Federal
regulations dealing with overpayment collections from direct depos-
it bank accounts. In response, the Treasury Department issued new
regulations, which became fina! on December 17, 1984.

The new regulations required that banks notify beneficiaries of
actions to refund “erroneous” EFT transfers to the Treasury. The
notice procedure covers recoupment of Social Security, black lung,
SSI, and veterans benefits and civil service, railroad, and military
retirement payments. The notice informs the beneficiary that the
bank can stop the recoupment presented with evidence that the
fact of death or date of death is in error. It also advises the account.
holder that he or she may be eligible for survivor’s benefits and
that the Federal agency making the payments should be contacted
to determine eligibility for benefits.

Although this notice procedure may help to prevent erroneous
recoupment by Treasury as a result of mistaken death reports, it
does not help a surviving spouse where the death report is accu-
rate. This is because, while surviving spouses and children may be
entitled to payments in their own right, benefits paid in the name
of a deceased technically do not belong to his or her survivors. SSA
continues to seek recoupment of payments made to joint. accounts
of decedents and their survivors, despite the strong likelihood that
SSA will have to make direct benefit payments to these persons in
the future. Critics of this practice believe that SSA should treat
these payments as mere overpayments, which would allow recipi-
ents to request waiver, reconsideration, or manageable repayment
schedules.
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(3) Closing Field Offices

SSA currently operates 640 district offices, 677 branch offices, 75
resident stations 3,400 contact stations, and 34 teleservice centers
across the Nation. Recent attempts by SSA to reduce the number
of its field offices and employees has raised concerns that wide-
spread reductions could cause a deterioration in the quality of
public service.

Critics have charged that, in the 1980’s, SSA shifted its focus
away from the outreach efforts of the 1970’s and instead focused on
improving efficiency. As a result, many of the smaller and less effi-
cient field offices opened in the 1970’s to increase or improve serv-
ices have become targets for downgrading or closure. Since 1981,
SSA has closed 27 field offices and opened only 3, with 20 of the
closings occuring in the last 2 years. Another 37 field offices have
been downgraded since 1981, while only 15 have been upgraded.
SSA has also closed over 600 contact stations since the end of 1982.

In 1985, congressional attention focused on staff reductions
which the administration recommended as part of the fiscal year
1986 budget request. The proposed SSA staff cuts mirrored the
1983 Grace Commission report, which recommended that SSA
eliminate 17,000 staff positions and also close over 800 field offices,
based upon the rationale that operating a single large office in a
city of 500,000 to 1 million would be cheaper than operating several
small offices. Critics pointed out however, that the Grace Commis-
sion’s rationale rested entirely on cost factors, and failed to assess
the effect of closings on the quality of public service. -

While most critics recognized that SSA needed to monitor its op-
erating costs closely, and that some offices might have to be closed
in order to provide better services, they nonetheless believed that
SSA was pursuing cost cutting without regard to the quality of
service being provided. Critics also pointed that SSA often did not
consult with members of affected communities before closing field
offices. Hearings held in Pittsburgh by the Senate Special Commit-
tee on Aging highlighted both the lack of communication between
SSA and local communities, and the impact of closings on the com-
munities.

(4) Computer Modernization

Although SSA was once a leader in using automation to improve
its operations, the last 10 to 15 years have seen its computer sys-
tems deteriorate to the brink of disaster. In the early 1980’s, this
deterioration affected virtually every aspect of SSA’s operations, in-
cluding its organization, management, personnel, and ability to
serve the public. In the past decade SSA has made three attempts
to modernize its computer operations, none of which have been
completely successful. Beginning in the 1980’s SSA began to imple-
ment an ambitious program to completely modernize its computer
operations.

In the last 3 years, SSA made considerable progress in its sys-
tems modernization plan. In March 1985, after development of new
software, SSA activated the first pilot group of two district offices
using fully automated claims processing techniques with on-line
data entry and query. An additional pilot group of 18 offices began
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processing claims in January 1986, when SSA also closed bids on
contracts to supply 22,000 terminals for the rest of its district of-
fices. SSA expected to award the bids in August 1987, and, after a
test installation period, expects to begin acceptance and installa-
tion of 1,500 terminals per month in January of 1988. The new
system will eliminate enormous amounts of paperwork and will
allow workers in district offices to obtain instant access to the mas-
sive benefit and earning records stored at SSA headquarters in Bal-
timore. Once the system is installed in the district offices, SSA will
proceed with modernization of the data storage system at its head-
quarters.

Unfortunately, SSA’s progress in modernizing their operations
has been marred by allegations of improprieties in the awarding of
contracts to various computer companies which serve SSA. In 1984,
the House Committee on Government Operations found that a
major data communication contract awarded by SSA to the Para-
dyne Corp. had been tainted by questionable action on the part of
the contractor and inappropriate conduct on the part of SSA offi-
cials. In the wake of these revelations, the Government Operations
Committee recommended that SSA bar Paradyne Corp. from Feder-
al contracts for 3 years. The SSA official was later convicted of ac-
cepting a bribe on a related software contract, and was sentenced
to 4 years in prison.

Further controversy arose in 1985 when the Government Oper-
ations Committee uncovered improprieties associated with the
award of the largest computer consulting contract in SSA’s histo-
ry—a $32 million award naming Electronic Data Systems as prime
contractor, and the accounting firm of Deloitte, Haskins & Sells
[“DHS”] as the major subcontractor. Hearings held on November 6,
1985, made public a GAO study which disclosed that DHS received
privileged treatment in familiarizing itself with SSA operations,
and in gaining access to key SSA personnel prior to bidding on the
contract. The privleges included providing DHS with office space in
the Commissioner’s suite for 2 years prior to letting the bids, pur-
chase of meals for SSA personnel by DHS in contravention of rules
governing the contract bidding process, and inclusion of DHS per-
sonnel in administrative decisionmaking at SSA.

The Government Operations Committee expects to continue its
investigation of this contract and other bidding practices and ad-
ministrative mistakes which they claim have put SSA’s moderniza-
tion program at least 2 years behind schedule, and more than $300
million over its original $500 million budget.

(D) BENEFIT ISSUES

Social Security has an elaborate system of determining benefit
levels for the 36 million Americans who currently receive them,
and for all who will receive them in the future. This benefit struc-
ture has evolved over time, with Congress mandating changes as it
felt necessary. Presently, there are a number of specific issues re-
lated to the benefit structure that have drawn the attention of Con-

gress.
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(1) The Social Security “Notch”

In 1985, interest in the Social Security “Notch” problem leveled
off in both the media and in Congress. Concern about the “notch”
became widespread in 1983 after a series of articles by a syndicated
newspaper columnist. The “notch” is a difference in monthly Social
Security benefits between those born in 1916, and those born in
1917 or later, resulting from a change in the Social Security benefit
formula enacted in the 1977 amendments. The difference is sub-
stantial only for those in the highest benefit levels who defer re-
tirement until age 65. This problem became noticeable as individ-
uals born in 1917 became age 65 in 1982.

The problem stems from a series of changes the Congress made
in the Social Security benefit formula, beginning over a decade ago.
In 1972, the Congress enacted automatic annual indexing of both
the formula to compute initial benefits at retirement, and of bene-
fit amounts after retirement. The intent was to eliminate the need
for ad hoc benefit increases, and to fix benefit levels in relation to
economy. However, the method of indexing the formula had a flaw
in it in that initial benefit levels were being indexed twice—for in-
creases in both prices and wages. Consequently, initial benefit
levels were rising rapidly in relation to the pre-retirement income
of beneficiaries. Before the 1972 amendments took effect, Social Se-
curity replaced 38 percent of pre-retirement income for an average
worker retiring at age 65. The error in the 1972 amendments
caused replacement rates for the average worker retiring at age 65
to rise as high as 55 percent for the cohort born in 1916.

Without a change in the law, the average worker retiring around
the turn of the century would have been receiving more in month-
ly Social Security benefits than he was earning prior to retirement.
This projected growth in relative benefits was the cause of the
long-run deficit estimated in 1977 at 8.2 percent of taxable payroll.
Had the Congress elected to finance this increase rather than
reduce benefits, it would have had to double the Social Security tax
rate. Instead, in the 1977 amendments the Congress chose to
recoup part of the increase in relative benefits and finance the re-
maining benefit increase with a series of scheduled tax increases.
Future benefits for the average worker under the new formula
were set at 42 percent of pre-retirement income.

The intent of the 1977 legislation was to create a relatively
smooth transition between those retiring under the old method and
those retiring under the new method. Unfortunately, high rates of
inflation in the late seventies and early eighties made the differ-
ence in monthly benefit levels between the cohorts born before and
after 1917 greater than intended. The difference became most ex-
treme for those who deferred retirement, particularly those with
maximum earnings. For two maximum earners with identical earn-
ings histories, one born in 1916 and the other in 1917, the differ-
ence in benefits for retirement at age 62 was only $7 a month.
However, these same individuals retiring at age 65 received bene-
fits differing by $111 a month.

Although the notch is actually the result of an over-indexation of
benefits for those retiring under the old formula, and does not re-
flect any reduction in real benefits to those retiring under transi-

58-335 0 - 86 - 2
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tion rules, it has been perceived as a benefit reduction by those af-
fected. Individual Members of Congress have responded to the com-
plaints of this group by introducing a series of proposals for relief,
most of which would give benefit increases to notch-year retirees at
a high cost to Social Security.

(2) Earnings Sharing

Social Security currently provides benefits to women in one of
two ways—either as a covered worker in her own right based upon
her own earnings record or as a dependent wife, widow, or ex-wife
of a covered workers. However, a woman cannot receive both bene-
fits. Therefore, in the case of a one-earner couple, the Social Securi-
ty benefit provided to a married couple is equal to one and one-half
times the benefit earned by the employed spouse. In the case of a
two-earner couple, the Social Security benefit is based technically
on their combined earnings record, but the lower earner’s record is
subsumed into the dependent spouse benefit, unless and until that
record provides a larger benefit than the dependent spouse benefit.

This benefit structure was designed when less than 17 percent of
married women worked outside of the home and the predominant
family pattern was single-earner couples where the woman was the
full-time homemaker and marriages were life long. Since mid-cen-
tury, however, very different social patterns have emerged. The
number of two-earner couples for example, has risen dramatically,
as has the number of marriages ending in divorce. Indeed, many of
the presumptions upon which the Social Security system was built
have changed.

Three distinct groups of women may be considered disadvantaged
by the current Social Security system. First, widows whose hus-
bands die early have often been the recipients of reduced benefits
for either of two reasons: (1) Their husband’s incomplete earnings
records yield low benefits; and (2) widows often take actuarially re-
duced benefits at younger ages.

Second, divorcees are entitled to dependent’s benefits based on
their last marriage—of 10 or more years duration—and are disad-
vantaged in two respects. The working ex-spouse may decide to
retire early, without consulting his ex-wife and her benefits as a
dependent spouse will be reduced. More importantly, if the mar-
riage does not last 10 years, a divorcee is not entitled to a depend-
ent spouse benefit at all. Where women’s work histories have been
interrupted by unsuccessful marriages, an insubstantial earnings
record and inadequate benefits are the inevitable result.

Finally, two-earner couples are disadvantaged by the current for-
mula for determining benefits. A two-earner couple whose com-
bined earnings equal those of a one-earner couple receive benefits
substantially less than the one-earner couple. This is due, in part,
to the additional dependent-spouse benefit the one-earner couple
receives. It also results from the fact that the base salary for deter-
mining the benefit of the two-earner couple will be the higher
earner’s salary, unless the lower earner is entitled on the basis of a
separate earnings record to a larger benefit than the lower earner
would be entitled to as a dependent of the higher earner.
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The earnings sharing proposal has emerged as the most popular
of several comprehensive plans that would address these equity
and adequacy issues. Under earnings sharing, a couple’s annual ag-
gregate earnings would be divided equally between them for the
purposes of computing a Social Security earnings record. This
would effect three principle goals:

First, the individual would be entitled to a Social Security bene-
fit in his or her own right, thus removing any stigma of dependen-
cy attached to that benefit. Some argue that the change would
merely recognize the value of a woman’s work in the home.

Second, it would allow divorced and widowed spouses to build on
the earnings records amassed by their former spouses to improve
their Social Security benefits.

Third, it would remedy the present inequities between one- and
two-earner couples whose identical aggregate income yields un-
equal Social Security benefits.

Although no earnings sharing bill received serious consideration
in 1985, this proposal has nonetheless been a subject of much dis-
cussion. The Social Security amendments of 1983 required that the
Social Security Administration study the costs and the benefits of
the earnings sharing proposal. That study, due in July, was de-
layed until December so that analysts could complete a study of
three alternative models of earnings sharing. The three models
studied were:

First, a no-loser proposal: Earnings sharing would be used to
figure a participant’s benefits, only if it afforded higher benefits
than current law.

Second, strict earnings sharing: Benefits would be figured under
earnings sharing as of a specified date regardless of the impact on
the individual participant.

Third, moderated earnings sharing: The percentage of current
law benefits guaranteed against earnings sharing would be gradu-
ally reduced over a period of 40 years when all participants’ bene-
fits would be figured by earnings sharing.

While earnings sharing would remedy the current inequities be-
tween one-earner and two-earner couples, preliminary analyses
suggest that it is far less effective at improving the adequacy of
benefits received by older widowed and divorced women. Since
Social Security currently provides a spousal benefit to a divorced
spouse after 10 years of marriage—so long as she does not remar-
ry—Social Security benefits based only on the income earned
during the marriage might be significantly lower, comparatively.
Earnings sharing itself does nothing to remedy the problems of
widows benefits under Social Security, except to encourage younger
widows to add to the work record amassed by their spouses. To the
extent that they do not, they will continue to receive inadequate
benefits. While some earnings sharing proposals address this prob-
lem by guaranteeing at least current law benefits—the so-called no-
loser bills—this adds tremendously to the implementation costs of
earnings sharing. Other proposals include a measure allowing in-
heritance of Social Security credits upon the death of a spouse,
which would increase benefits for individuals living alone in old

age.
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It is likely that earnings sharing will receive more attention in
1986. However, policy concerns such as the implementation costs,
adequacy of benefits to divorced and widowed elderly, as well as
the political impracticality of modifying with Social Security so
soon after the 1983 amendments will most likely retard the
progress of the legislation.

3. LEGISLATION

For nearly a decade prior to 1983, Social Security occupied the
attention of Congress primarily due to the threatened insolvency of
the system. In 1983, legislation was passed that restored the finan-
cial health of the system’s trust funds. With the decline of the in-
solvency problem, Social Security declined in urgency as an issue,
although it continued to occupy the attention of Congress.

(A) FISCAL YEAR 1986 BUDGET RESOLUTION

In 1985, as Congress attempted to thrash out measures to reduce
the large Federal budget deficits projected for fiscal year 1986 and
later years, a number of proposals were considered to limit future
Social Security cost-of-living adjustments (COLA’s).

Measures to reduce Social Security COLA’s were first given seri-
ous consideration when the Senate Budget Committee proposed
that the January 1986 Social Security COLA be skipped. COLA
constraints affecting other Federal benefit programs, among them
civil service and military retirement, had been proposed by the
President in his fiscal year 1986 budget submitted in January 1985;
however, Social Security had been exempted. The measure was in-
cluded in S. Con. Res. 32, the committee’s proposed first concurrent
budget resolution for fiscal year 1986.

An alternative COLA cutback proposal emerged shortly thereaf-
ter, as part of a substitute deficit-reduction package developed
jointly by the administration and the Senate Republican leader-
ship. Instead of freezing COLA’s in the affected Federal programs
for 1 year, it would have limited the COLA’s for the next 3 years to
2 percent per year plus any amount by which inflation exceeded
the administration’s assumptions (its assumptions at that time sug-
gested that inflation would hover in the high 3 or low 4 percent
range during the next few years). It further included a guarantee
provision under which the affected COLA’s could not be less than 2
percent.

Initially, when the Senate took up the Budget Committee’s pro-
posed first budget resolution, it rejected both the COLA freeze and
the alternative COLA limitation by agreeing on May 1, 1985 (by a
vote of 65 to 34) to an amendment by Senator Dole, for Senators
Hawkins and D’Amato, to provide for full funding of Social Securi-
ty COLA’s. However, on May 10, 1985—after considering many
amendments to the Budget Committee’s recommendation—the
Senate adopted (by a vote of 50 to 49) an entirely revised budget
package, introduced by Senator Dole, which incorporated the origi-
nal COLA freeze recommended by the committee. Subsequently,
the Senate considered an amendment by Senator Moynihan to pro-
vide a full Social Security COLA in January 1986, but it was tabled
(by a vote of 51 to 47). The final budget resolution then passed by
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the Senate assumed later enactment of the 1986 COLA freezes, in-
cluding one affecting Social Security.

The House-passed version of the first budget resolution for fiscal
year 1986, H. Con. Res. 152, assumed that full COLA’s would be
paid in all Federal benefit programs in fiscal year 1986. During
floor debate on the resolution, the House rejected two amendments
to limit Social Security COLA's.

Conferees for the House and Senate met throughout June and
July 1985 to work out an agreement on a deficit-reduction package.
Among a number of ideas that surfaced were proposals to: Delay
the Senate-passed COLA freezes until 1987 , means test the COLA’s,
make both the COLA’s and adjustments to income tax brackets ef-
fective every other year (instead of annually), and increase the
amount of Social Security benefits that would be subject to income
taxes. Ultimately, however, agreement could not be reached on any
form of Social Security restraint, and the conference agreement on
the First Concurrrent Resolution for Fiscal Year 1986, passed on
August 1, 1985, did not assume any such savings.

(B) GRAMM-RUDMAN-HOLLINGS

In response to attempts to include any Social Security changes in
the deficit-reduction package, a number of measures emerged in
the fall of 1985 to remove Social Security from future Federal
budgets and make it procedurally difficult for Social Security cut-
back measures to be brought up in the congressional budget proc-
ess. Senator Heinz brought an amendment to S. 1200 (the Immigra-
tion Reform and Control Act of 1985) supporting removal of Social
Security from the budget. This led the Senate to agree to an
amendment instructing the Senate Budget Committee to report
back legislation intended to assure that Social Security benefit
changes would not be made for deficit-reduction purposes begin-
ning in fiscal year 1986, and to change the congressional budget
process to make it “ineffective to seek to achieve deficit reductions
through changes in Social Security benefits.”

Further steps to keep budgetary actions from affecting Social Se-
curity were taken the following month, when the Senate passed

.J. Res. 372, which raised the statutory debt ceiling and adopted
the Gramm-Rudman-Hollings budget balancing procedures. Al-
though early draft versions of the budget balancing measure would
have required the President to curtail Social Security COLA’s if
the deficit targets (specified in the legislation) were expected to be
exceeded, the actual amendment introduced on October 3, 1985, by
Senator Dole (and Senators Gramm, Rudman, Hollings, et al.) ex-
empted Social Security from any expenditure reductions resulting
from the procedures. An amendment offered by Senator Boren on
October 10, 1985, would have included Social Security COLA’s
among those that would be subject to automatic reduction, but it
was rejected (by a vote of 71 to 27). Under the bill, as finally passed
by the Senate on October 10, 1985, Social Security’s income and
outgo would be counted from fiscal year 1986 through fiscal year
1991 in assessing whether and the extent to which the Government
was achieving the required deficit-reduction goals, but the program
would be exempt from any cutbacks the President might have to
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make. The measure also made it “out of order” for a budget resolu-
tion or reconciliation bill brought up in the House or Senate to in-
clude changes to Social Security. It further stipulated that Social
‘Security would be considered off-budget immediately upon enact-
ment (instead of beginning in fiscal year 1993, as provided by the
Social Security amendments of 1983).

The House took up and passed (by a vote of 249 to 180) its own
budget balancing measure on November 1, 1985, through an
amendment offered by Representative Rostenkowski to the Senate-
passed bill, which called for budgetary treatment and exemptions
for Social Security similar to those specified under the Senate bill.

An agreement on H.J. Res. 372 was ultimately reached by the
conferees on December 10, 1985, retaining the special budgetary
treatment of Social Security benefits reflected in the House and
Senate bills. The final measure, however, did include Social Securi-
ty administrative expenses within the sphere of Federal adminis-
trative expenses that would be subject to potential cuts, and made
further procedural and technical changes in the way Social Securi-
ty would be handled in the budget process. President Reagan
signed H.J. Res. 372 into law on December 12, 1985, as Public Law
9?1})%75—The Balanced Budget and Emergency Deficit Control Act
0 .

The second provision concerning Social Security restored to the
trust funds the amounts disinvested by the Treasury during the
debt ceiling crisis. Congress also ordered Treasury to completely
repay any interest which the trust funds lost due to the disinvest-
ment in 1985, and also any interest which was lost due to similar
maneuvers in 1984.

Gramm-Rudman-Hollings was also significant because of its lack
of direct impact on Social Security, which was specifically exempt-
ed from the automatic budget cuts that will take place between
1986 and 1991 if the Government fails to meet its deficit-reduction
targets. However, while Social Security benefits and COLA’s are
protected, the program may nonetheless suffer from cuts in SSA’s
administrative budget, which is not exempt from Gramm-Rudman-
Hollings.

(C) SOCIAL SECURITY TECHNICAL AMENDMENTS

Other legislation concerning Social Security was included in the
omnibus reconciliation bill for 1985. Passage of the bill stalled in
the final moments of the 1985 session, but Congress was expected
to resume consideration of the bill in 1986. The most significant of
several “technical” amendments to Social Security was a provision
regarding recoupment of overpayments to spouses and survivors of
deceased recipients of benefits. It required that, where electronic
fund transfers are made into joint accounts of decedents and their
survivors, and the survivor is entitled to SSI benefits or to Social
Security benefits based on the earnings record of the decedent, the
overpayment is not automatically recovered by the Treasury from
the joint account. Instead, the survivor will have the right to seek
waiver, reconsideration, or gradual repayment of the overpayment.
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4. ProGNOsIS

Several factors indicate that the Social Security system faces a
stable future, which will be largely free of the major policy issues
that have confronted it in recent years. The 1983 changes in Social
Security financing have for the most part guaranteed the solvency
of the system and reduced the pressure on Congress to legislate
changes in the program to improve its financing. The removal of
Social Security from the unified budget will also provide some insu-
lation from program cuts. In addition, the Gramm-Rudman-Hol-
lings Act specifically excludes Social Security from the effect of
automatic spending cuts.

However, the drastic nature of the cuts mandated by the
Gramm-Rudman-Hollings Act also indicates the degree to which
Congress is concerned about the growth of the Federal deficit, and
this concern may eventually affect Social Security. Tax increases
might eliminate some of the deficit, but, even with tax increases,
tremendous pressure will remain on all spending programs. It is
possible that, in an attempt to stave off the mandatory cuts of
Gramm-Rudman-Hollings, Congress might voluntarily delay or
cancel Social Security COLA’s. Congress might also increase the
taxation of Social Security benefits, or alter the formulas used to
calculate benefits for future recipients.

B. SOCIAL SECURITY—DISABILITY INSURANCE

1. BACKGROUND

In 1985, SSA settled down to the business of implementing the
provisions of the Social Security Disability Reform Act of 1984.
This legislation revises the standards and the process used by the
SSA in reviewing the eligibility status of beneficiaries on its rolls.
Periodic reviews of DI beneficiaries began as a result of the 1980 DI
amendments. Under these amendments, SSA reviews beneficiaries
at least once every 3 years, except those designated permanently
disabled, who are reviewed once every 6 or 7 years. These periodic
reviews are designed to remove from the rolis those beneficiaries
who are no longer disabled, or never were disabled, and should not
be receiving benefits.

Between March 1981 and April 1984, about 1.2 million case re-
views were completed, and just under 500,000 beneficiaries were de-
termined no longer eligible for DI benefits. In other words, 45 per-
cent of those subject to a continuing disability investigation [CDI]
were terminated from the DI rolls. This high termination rate, in
conjunction with the fact that two-thirds of those who appealed to
an administrative law judge [ALJ] had their benefits reinstated, led
to concern that the CDI's were being administered in an improper
and unjust manner.

Specifically, critics charged that the CDI’s were being conducted
hastily and haphazardly, and that the review simply did not render
accurate or valid conclusions about a beneficiary’s capacity to
work. Though the problems with the disability review process are
very complex and multifacted, controversy centered on four key
issues: (1) The extent to which persons can be terminated whose
disabling condition has not improved, or even worsened, since their
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admittance to the rolls; (2) the manner in which medical evidence
is obtained and evaluated; (3) the great discrepancy in standards of
evaluation between State disability examiners, who initially con-
duct the CDI’s and ALJ’s; and, (4) the degree to which the mentally
disabled have been discriminated against by the CDI’s.

The various problems with the continuing reviews were the focus
of the congressional hearings held by the House Ways and Means
Committee, the House Select Committee on Aging, the Senate Com-
mittee on Finance, and the Senate Special Committee on Aging.
Legislatively, the House and Senate passed differing versions of
H.R. 3755 in the spring of 1984. By September, House and Senate
conferees had negotiated an agreement, and final legislation was
signed by the President on October 10, 1984 [Public Law 98-460].

Prior to congressional action, many States, on their own initia-
tive or by court order, declared moratoria on the reviews, or began
administering the CDI’s under guidelines that differed from SSA’s
official policy. At the beginning of the year, more than half the
States were either not processing CDI's, or were doing so under
modified standards. This unprecedented rejection of Federal policy
is indicative of the magnitude of the crisis in the DI program cre-
ated by the CDI's.

2. IssuEs

(A) GROWTH AND CONTRACTION IN THE DI PROGRAM

Virtually all the complicated and esoteric aspects of the contro-
versy in the DI Program boil down to one central question; how
stringent or lenient do we want to be in the application of the DI
Program? In Congress some argue that the DI Program is a run-
away social welfare program, one that has grown far beyond the
intentions of Congress, and that SSA’s efforts to eliminate large
numbers of people from the DI roles is justified. Critics of the CDI's
in Congress claim that SSA was overzealous in administering the
program, and that people who were clearly unable to work were
being unfairly kicked off the rolls. Though the actual debate is
very complicated, it centers around one group calling for a very
stringently administered program versus another group arguing for
more lenient operation.

The broad definition of disability coupled with the difficulty in-
volved in making objective determinations of disability, has made
the DI program highly volatile, causing it to expand and contract
in response to changes in administrative priorities, and in response
to the overall climate in which case-by-case adjudication occurs.

(1) The Definition of Disability

When Congress created the DI Program in 1954, the definition it
chose for “disability” was very strict. It was feared that anything
other than a very restrictive definition would lead first, to high
costs, and second, to confusion between disability—inability to per-
form work—and unemployment—inability to find work. The origi-
nal definition required that to be eligible one had to be over age 50,
insured under Social Security, and incapable of engaging in any



29

work by reason of a medical impairment which was expected to be
permanent.

Over time the definition has been modified. In 1958, the coverage
requirements were liberalized and dependents’ benefits were made
available. In 1960, the age 50 requirement was dropped. In 1965,
the permanent disability standard was replaced by a more lenient
definition: The disabling impairment only had to be expected to
last at least 12 months or end in death. This brought under the
program those who might recover and return to work, as well as
those who were expected to remain disabled until death. In 1967,
Congress tightened the definition of disability in response to Feder-
al court decisions requiring SSA to demonstrate that a denied ap-
plicant could reasonably expect to find employment in his region of
the country.

Since 1967, the basic definition of disability has remained essen-
tially the same. An individual is not considered disabled unless his
physical and mental impairments are of such severity that he is
not only unable to perform in his previous occupation but cannot,
considering his age, education, and work experience, engage in any
kind of employment which exists in the national economy, regard-
less of whether such work exists in the region in which he lives, or
whether a specific vacancy exists for him, or whether he would be
hired if he applied. This is a very stringent definition, one that is
meant to screen out those who cannot work because of a medically
determinable impairment and those who cannot work for other
reasons, such as obsolete skills, poor motivation, or job scarcity.

Though forceful as general concept, this definition provides little
specificity in determining disability in individual cases. To trans-
late the broad statutory mandate into a workable administrative
system, SSA has over the years developed an elaborate and im-
mensely complicated scheme of regulations and rules to determine
disability on a case-by-case basis. At the center of this sytem are a
set of lists—the ‘“listings of impairments”—of specific, medically
identifiable impairments whose existence alone warrants a deter-
mination of disability. The listings are a way of coding a large
group of very severe medical conditions that are considered, by def-
inition, disabling. This sytem allows a disability examiner to match
a doctor’s report against a set of uniform criteria, and make a
clear-cut decision either way.

If an individual’s impairment(s) does not “meet or equal” the
listings, his “‘residual functional capacity” is assessed to determine
whether he is nonetheless disabled. Unlike the listings, which are
based on medical criteria, the evaluation of residual functional ca-
pacity is based on vocational factors. To accomplish this task, SSA
has a complex ‘grid” system in which basic work skills are
matched with such factors as age, level of education, and vocation-
al experience to determine whether an individual can actually
work. Vocational factors are given highest priority for applicants
over the age of 55.

The very concrete and specific rules that underpin this two-stage
evaluation process are spelled out in Federal regulations, and
equally important, in the program operations manual system
[POMS), an enormous body of internal administrative instructions
and guidelines. The POMS are written by SSA, and sent to State
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disability determination service [DDS] agencies, which make the
actual disability determinations under contract with SSA. The
POMS and regulations are enforced through regional and national
reviews of selected cases, and through clarifying internal memoran-
da. Overall, this elaborate system is structured to ensure to the
greatest extent possible national uniformity and objectivity in de-
termining disability.

Though objective in design, the disability determination process
remains highly subjective. Two doctor’s can examine the same indi-
vidual and reach different conclusions. Two disability examiners
can read through the same medical evidence in a file and make dif-
fering decisions. Two individuals may have identical impairments,
but respond to them in radically different ways. There are a
number of areas where medical taxonomy and understanding is
weak or where an impairment is identified through indirect evi-
dence. There are areas in which it is difficult to sort out the extent
to which the individual is or is not responsible for the problem.
Multiple impairments are very hard to consider in combination.
Non-Medical factors are even more ambiguous. On the margins,
which are very wide, the question arises, do you or do you not give
the applicants the benefit of the doubt? In periods of program ex-
pansion, the answer tends toward yes, in contraction, no.

(2) The Disability Incidence Rate

Over time, one key indicator of the generosity or stringency of
the DI Program is the “disability incidence rate,” a measure of the
number of workers awarded DI benefits in any year as a fraction of
the total number of workers insured for DI benefits. Throughout
the 1960’s, the disability incidence rate was fairly constant, particu-
larly when legislative changes are taken into account. However, be-
ginning in 1970, the disability incidence rate increased by almost
10 percent a year until 1975 when it reached its peak. After 1975,
the rate started to decline. This decline became precipitous follow-
ing 1979. It dropped to an historic low in 1982, during the period of
most intensive retrenchment. Social Security actuaries currently
project that the disability incidence rate will remain low, though
ascending modestly for the next decade.

(a) The expansionary period

Growth in the early and middle 1970’s had an enormous effect on
the size and cost of the DI Program. Between 1970 and 1976, the
number of disabled workers almost doubled, while the covered
work force increased by only 25 percent. In 1970, annual expendi-
tures under the DI Program were $3.3 billion; in 1980, they
amounted to $15.9 billion.

A number of factors are usually cited in describing the expansion
of the DI Program. First and foremost is lenient Federal manage-
ment. The Black Lung program and the Supplemental Security
Income [SSI] program went into effect in the early 1970’s, and
added substantially to SSA’s administrative burden at a time when
DI applications were rising rapidly. To process these claims, SSA
established a number of expedients in the area of development,
documentation, and review of claims. For instance, SSA eliminated
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its 100 percent review of State DDS cases and instead only sampled
a small percentage of decisions. The net result of this pressure to
process claims may have been a tendency to give the applicant the
benefit of the doubt in “gray area” cases.

Another important factor was the social acceptance of disability.
Though medical evidence points to no increase in impairments,
workers of all ages in the 1970’s increasingly claimed that they
were disabled. This was compounded by greafer public awareness
of the availability of benefits, by the creation of SSI, by higher
Social Security benefit levels due to across-the-board Social Securi-
ty increases mandated by Congress, and by high unemployment.

(&) Program contraction

Beginning in 1978, a major contraction in the DI Program began.
The disability incidence rate was halved between 1977 and 1982.
Despite inflation, DI benefit costs have remained fairly constant be-
tween 1981 and 1984, hovering at about $17 billion. The total
number of DI beneficiaries has decreased from an historic high of
4.9 million in 1978 to 3.8 million in 1984.

The most significant factor affecting the decline was a change in
the “adjudicative climate” in the DI program. Prodded by criticism
by GAO and Congress, SSA made a number of administrative
changes to make the eligibility and review process more strict. SSA
began reviewing more State agency cases, and returning them to
clarify SSA’s interpretation of the law. SSA began to crackdown on
interstate variation in eligibility standards, and implemented a
number of regulatory and administrative procedures to assure
more centralized control over the program. Overall, disciplinary
pressures were created to minimize the flexibility of State agency
examiners in ‘“gray area” cases. Administrative standards were
pﬁoxilulgated that reflected a strict, conservative interpretation of
the law.

Legislation enacted in the late 1970’s also had an effect. In 1977,
Congress substantially increased payroll taxes, and revised the
method of indexing benefits. This legislation decreased future bene-
fits, and may have made DI less financially attractive to potential
applicants.

The Social Security Disability Amendments of 1980 were broader
in scope, and are the explicit source of the current controversy in
the DI Program. The 1980 amendments had been developing since
1974, and were a product of concern that work disincentives, in
combination with loose administration and large benefits, were re-
sponsible for the growth in the program. The 1980 amendments re-
quired SSA to more systematically review State agency perform-
ance, as well as that of ALJ’s, who are often cited as a liberalizing
element in the disability determination system. The legislation put
a limit on maximum family benefits to ensure that beneficiaries
would not receive benefits in excess of pre-disability earnings. It
also included a number of provisions to lessen work disincentive in
the program.

The provision in the package that has had the biggest impact on
the program is the requirement that SSA review the continuing
eligibility of beneficiaries, except for those permanently disabled,
at least once every 3 years.
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(B) THE CONTINUING DISABILITY INVESTIGATIONS [CDI'S)

Since the inception of the DI Program, SSA had the responsibil-
ity of continuously monitoring the eligibility of beneficiaries on the
rolls. In response to the concern that SSA was not reviewing eligi-
bility carefully enough, Congress included in the 1980 amendments
a provision that SSA review eligibility at least once every 3 years.

It should be noted that this periodic review provision was not ex-
pected to yield significant savings until 1984. The CDI's were in-
tended to begin on January 1, 1982, with their implementation pro-
ducing a net savings of only $10 billion in the 4-year period be-
tween 1982 and 1985.

A GAO report issued in January 1981 estimated that as many as
20 percent, or 584,000, of the beneficiaries on the DI rolls were
either ineligible or receiving too large a benefit payment. The
report claimed that SSA’s management of the DI Program was de-
ficient, and in particular that SSA’s procedures for reviewing the
disability status of individuals who were likely to have improved
were seriously flawed. Most individuals never had their eligibility
reviewed, and of those that met the criteria for reexamination,
most were never actually re-reviewed. GAO recommended that
SSA make more strict the administration of the program, and ex-
pedite the CDI's.

On its own initiative, SSA accelerated the implementation of the
reviews scheduled to begin January 1, 1982, to March 1981. SSA
witnesses at congressional hearings repeatedly cited the GAO
report, and congressional pressure, as examplified by the 1980
amendments, as justification for this acceleration. However, this
decision was strongly influenced, if not determined, by Office of
Management and Budget directives to produce additional savings
in the DI program.

The accelerated reviews were included as part of the Reagan ad-
ministration’s fiscal year 1982 budget initiatives, and involved re-
viewing 30,000 additional DI cases monthly beyond the regular
review workload. In fiscal year 1980, SSA reviewed the continuing
eligibility of 160,000 beneficiaries; in fiscal year 1981, close to
260,000 CDI's were conducted. Once initiated, the volume of the
CDI's increased dramatically. Overall, between March 1981 and
April 1984, 1.2 million case reviews were completed, and 485,000
beneficiaries were determined no longer eligible for DI benefits.

Not long after the CDI's were implemented in March 1981, con-
gressional concern arose about the quality, accuracy, and fairness
of the reviews. Press accounts of severely disabled individuals who
had been terminated from the rolls began to proliferate; and con-
stituent reports to Members of Congress began to establish an
alarming pattern of questionable terminations. It became clear
that close to half of all DI beneficiaries subjected to a CDI were ter-
minated at the initial decision level, often without much warning,
and in many instances without much evidence that the individual
was not disabled. Significantly, about two-thirds of those terminat-
ed had their benefits reinstated, if they appealed to an ALJ.

Overall, congressional interest in the controversy associated with
the CDI’s has centered on a few key issues, discussed below.
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(1) Medical Improvement

One of the first problems cited with the CDI's was the fact that
beneficiaries were being terminated from the rolls despite the fact
that their disabling condition had not improved, or had worsened.
In essence, beneficiaries admitted to the rolls under one set of
standards were being reevaluated upon a new, more stringent set
of standards, and many were being terminated. People who had
been placed on the DI rolls 5, 10, and 15 years before the CDI’s,
many of whom had been led to believe they had been granted a
lifetime disability pension, were removed from the rolls with little
advance warning or explanation.

The central issue in the debate surrounding the concept of medi-
cal improvement is the question of who must bear the burden of
proof in the determination of continuing eligibility for DI benefits.
Under SSA’s interpretation of the law, it was the obligation of the
beneficiary to prove during the course of a CDI that his or her dis-
ability meets contemporary eligibility criteria. How long that
person had been on the rolls, or whether or not that person was
physically or mentally more fit for employment than when first
granted disability status, was immaterial. SSA is obligated only to
evaluate cases in relation to present day -medical and vocational
standards.

A medical improvement standard shifts the burden of proof from
the beneficiary to SSA, and it becomes the obligation of the agency
to deanonstrate that the individual’s disabling condition has im-
proved.

Medical improvement has proven to be a very important issue in
the courts. A number of Federal courts ruled that SSA’s policy of
only evaluating one’s condition in relation to current administra-
tive standards violated the law, and that SSA must demonstrate
that an individual has improved medically while on the rolls, or
that the original decision was clearly erroneous before terminating
benefits. Other courts have ruled that once a person has been
found disabled, there is a presumption that the individual remains
disabled and that SSA bears the burden of proof in determining
that beneficiary is no longer disabled.

The Ninth Circuit Court of Appeals has ruled in two cases Finne-
gan v. Mathews and Patti v. Schweicker that SSA must incorporate
a medical improvement standard into its administration of the
CDI’s. Courts in virtually every other circuit have since rendered
medical improvement decisions unfavorable to SSA.

(%) Uniform Standards

One of the critical problems in the disability review process is
that different levels of review are bound to different evaluational
criteria. The fact that ALJ’s reverse almost two-thirds of all ap-
peals of state agency termination decisions is the most striking in-
dication of this structural situation.

This lack of administrative uniformity has been exacerbated in
the past few years through SSA’s policy issuing substantive policy
changes through subregulatory means, such as the POMS’ internal
memoranda, and Social Security rulings. These changes are not
open to public comment and review. To the extent that there are
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ambiguities or substantive conflicts between these subregulatory
standards and published Federal regulations, State disability exam-
iners are bound to SSA administrative directives, while ALJ’s adju-
dicate on the basis of formal regulations.

The root of this inconsistency lies in the statutory exclusion of
SSA from the rulemaking requirements defined in the Administra-
tive Procedures Act [APA] of 1946. The APA requires that if an
agency intends to propose rulemaking changes, it must publish
those proposals in the Federal Register and allow for public com-
ment and review. Agencies are allowed to use internal subregula-
tory channels to disseminate instructions that serve to clarify or
provide interpretive assistance in the concrete administration of
guidelines, SSA nonetheless continues to promulgate substantive
policy changes through subregulatory methods without ever allow-
ing for public inspection.

The upshot of this practice is that there is no uniformity
throughout the disability review and appeals process. State exam-
iners are bound to a very strict interpretation of the law, and are
very sensitive to SSA’s internal administrative pressure and disci-
pline. ALJ’s, on the other hand, have more flexibility and inde-
pendence in interpreting Federal regulations. Because of this free-
dom, ALJ’s have acted as a brake on administrative retrenchment.

(3) Mental Impairments

One of the most heavily criticized aspects of the CDI’s is that the
reviews have been especially harsh for mentally disabled benefici-
aries. Evidence presented at a Senate Special Committee on Aging
hearing in April 1983 demonstrated that the mentally impaired
were among the most likely to be reviewed, and the most likely to
be terminated, of the beneficiary population.

The determination of disability for the mentally impaired has
proven to be particularly susceptible to swings in the adjudicative
climate, due to the inherent difficulty of medically documenting
mental disorders. Many mental impairments are diagnosed
through indirect, symptomological evidence, and it is often hard to
establish through scientific methods the precise nature and degree
of the disorder. Further, the disability determination system is
very much oriented toward drawing a sharp distinction between
voluntary and involuntary sources of disability, so that only those
who are afflicted by a catastrophic medical condition are awarded
benefits, and those who simply may not want to work are excluded
from benefits. With mental impairments, it is not always easy to
determine whether one is or is not responsible for the problems, or
whether one can or cannot control them.

In the early and mid-1970’s, large numbers of mentally impaired
people were put on the rolls, particularly through SSI. Following
the deinstitutionalization of hundreds of thousands of the mentally
ill from State hospitals, SSI and DI became major sources of sup-
port. With a favorable period of administrative leniency, the bene-
fit of the doubt was frequently given to the mentally impaired, and

" thousands became entitled to benefits.

When the CDI's began, the mentally disabled were among the

hardest hit. At the Senate Aging Committee hearing, GAO report-
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ed that although only 11 percent of those on the DI rolls are there
because of mental impairments, 27 percent of those terminated by
the CDI's were of the mentally disabled category. Further, ALJ re-
versal rates for mental disability appeals cases were much higher—
91 percent—proportionally than for the rest of the disabled popula-
tion. :

In a period of contraction, those with mental impairments were
particularly vulnerable. SSA sent a message to the State agencies
to rigidly enforce the listing for mental impairments, which are
very strict, and antiquated in the view of critics, and to be very
narrow in evaluating residual functional capacity. With this tight-
ening of standards, and with the administrative constraints caused
by the sheer volume of reviews, State agencies were pressured to
disentitle tens of thousands of mentally impaired beneficiaries.

In two important class action suits, Mental Health Association of
Minnesota v. Schweiker and City of New York v. Heckler, SSA has
been found guilty of implementing a covert and illegal policy that
systematically discriminated against the mentally ill. Both courts
ruled SSA must reopen the cases of all mentally impaired individ-
uals initially denied or terminated from the disability rolls, and re-
examine their eligibility under lawful guidelines.

The essence of this illegal policy consisted of SSA internal memo-
randa, returns and reviews to State disability determination offices
requiring that if an individual does not meet or equal the listing of
impairments, that person can be presumed to be capable of per-
forming unskilled work. That policy resulted in a virtual automatic
denial of benefits to mentally impaired claimants under age 50.

In New York, District Judge Jack B. Weinstein wrote that “the
result of SSA’s surreptitious undermining of the law was particu-
larly tragic in the instant cases because of its devastating effects on
thousands of mentally ill persons whose very disability prevented
them from effectively confronting the system.” He also noted that
by denying disability benefits to the mentally impaired, SSA
simply transferred the costs of their care to the social service agen-
cies, hospitals, and shelters of New York City and New York State.

Both courts found that SSA was not conducting the fourth step
of the sequential evaluation—the evaluation of residual functional
capacity—in accordance with the law. “The assessment of RFC, if
it was done at all was reduced to a paper charade in which any
individual who did not meet or equal the listings was assumed, ipso
facto, to be capable of unskilled work.” Judge Weinstein summa-
rized the implications of this policy in the following passage:

The Social Security Act and its regulations require the Secretary to make a realis-
tic, individual assessment of each claimant’s ability to engage in substantial gainful
activity. The class plaintiffs did not receive that assessment. On the contrary, SSA
relied on bureaucratic instructions rather than individual assessments and over-
ruled the medical opinions of its own consulting physicians that many of those
whose claims they were instructed to deny could not in fact work. Physicians were
pressured to reach conclusions contrary to their own professional beliefs in cases
where they felt, at the very least, that additional evidence needed to be gathered in
the form of a realistic work assessment. The resulting supremacy of bureaucracy

over professional medical judgments and the flaunting of published, objective stand-
ards is contrary to the spirit and letter of the Social Security Act.
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(4) Quality of the CDI’s

Not long after the CDI’s were first implemented, it became clear
that there were serious inadequacies in the review process. With-
out sufficient time, staffing, or resources, State agencies were
forced to process far too many CDI’s, far too quickly. Further, the
manner in which the cases were developed, including the collection
of medical evidence, came into serious question.

The simple increase in volume from a routine 160,000 reviews
per year to roughly 500,000 CDI's in fiscal year 1983, in and of
itself accounts for a major dimension of this problem. The phase-in
period was much more rapid than intended by Congress, and State
agencies sacrificed thoroughness and accuracy for speed and effi-
ciency. As in the mid-1970’s, case examiners found themselves
under severe pressure to process claims quickly. In this instance,
Llfwever, the signal from SSA was to deny claims whenever possi-

e.

Another problem cited with the CDI's was their impersonal,
paper-oriented character. CDI's were conducted without the benefit
of any face-to-face interaction between the beneficiary and the dis-
ability examiners. Before the ALJ stage, determinations were
based strictly on written evidence. Further, beneficiaries were
often provided with little information as to what a CDI entails,
what was expected to them, and what the range of potential out-
comes from the CDI might be.

(5) Multiple Impairments

Another issue of interest to Congress is the role that the com-
bined effect of multiple impairments should play in the disability
determination process. Under SSA’s administrative practice, if an
individual had several impairments, none of which on their own
constitute a severe impairment, that individual was disqualified at
the first level in the sequential evaluation, the test of a severe or
nonsevere impairment. There was no determination of whether vo-
cational factors might be disabling, or whether nonsevere impair-
ments might cumulatively render an individual unable to work.

SSA reasoned that if an impairment does not substantially limit
an individual’s ability to work, the individual was not disabled, and
there was no point in continuing the sequential evaluation. Fur-
ther, it was assumed that a combination of nonsevere impairments
would not seriously restrict ability to work. In view of the struc-
ture of the eligibility determination process, SSA categorically
denied eligibility when the first test of disability—is there a severe
impairment?—failed. In the past few years, rejection of claims on
the basis of not having a severe impairment increased dramatical-
ly, and closing this point of entry into the review system has led to
many denials.

Critics argued that SSA was violating the meaning of the law in
denying a claimant a realistic, individualized assessment of work
ability by not evaluating impairments in combination and not ex-
amining vocational factors. SSA’s categories served to exclude
people who, if evaluated in totality, were disabled. Like mental im-
pairments, the combined effects of multiple impairment are diffi-
cult to identify medically, and involve what is ultimately subjective
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Jjudgment. SSA has done as much as possible to limit the flexibility
of State examiners in areas where subjectivity is most prevalent,
and in this fashion has directed them to deny gray area cases.

(6) Pain

As a medical phenomenon, pain is very poorly understood, and
has served as an area of contention in the DI Program. Until re-
cently, the statute was silent on how it was to be treated in the
disability determination system. SSA relied on regulations drafted
in 1980 that stated that pain is a symptom, not an impairment, and
that its existence alone cannot be used as evidence of disability.
There must be medical documentation that shows there is a medi-
cal condition that could be reasonably expected to produce the
pain. As such, objective or subjective evidence is only considered in-
sofar as SSA had identified a cause of that pain.

A number of courts have ruled that this policy is not in comfor-
mity with the law, in that pain may be disabling to an individual,
regardless of whether its genesis is understood. Severe pain may
serve to limit one’s ability to perform basic work functions. By not
considering pain as a potentially disabling impairment, SSA is not
realistically evaluating whether one can or cannot work.

(7) State Actions

A great number of States have revolted against SSA’s recent
practices and policies relating to the CDI's, and many Governors
and State agency administrators have imposed moratoria on the re-
views. On March 8, 1983, Massachusetts Governor Dukakis issued
an executive order requiring the State disability determination
office to implement a medical improvement standard in reviewing
cases, as ordered by a district judge in Miranda v. Secretary of
HHS. Arkansas, Kansas, and West Virginia similarly implemented
review procedures at odds with official SSA policy. In Kansas, Gov-
ernor Carlin also ordered reopening and reexamination of all cases
terminated since March 1981.

On July 22, 1983, Cesar Perales, commissioner of the New York
State Department of Social Services, suspended review pending the
establishment of a medical improvement standard. Alabama, New
Jersey, Pennsylvania, Michigan, Maine, Illinois, Virginia, North
Carolina, Ohio, and New Mexico all initiated moratoria on the re-
views. Alaska, Arizona, California, Hawaii, Idaho, Montana,
Nevada, Oregon, and Washington also initiated temporary or in-
definite moratoria. Combined, more than half the States, at the be-
ginning of 1984 were either not processing the reviews, or were
conducting them under standards that varied with official SSA pro-
cedures and requirements.

This rebellion of the States has been cited by advocates of re-
forms as an indication of just how completely the DI Program dis-
integrated, and how urgent was the need for comprehensive
reform. Opponents of comprehensive legislation viewed this devel-
opment as a product of the fact that the States had no real finan-
cial stake in DI benefits, which were paid for in total by Federal
funds, and that perhaps federalization of the disability determina-
tion was in order.
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(C) THE SOCIAL SECURITY DISABILITY BENEFITS REFORM ACT OF 1984

After extensive hearings and consideration of numerous compet-
ing proposals, Congress passed a bill which was signed into law on
October 9, 1984. The act [Public Law 98-460] included the following
provisions:

(1) A medical improvement standards to ensure that benefits
could be terminated only of substantial evidence showed that
the recipient’s medical condition had improved; )

(2) A requirement that SSA consider the combined effects of
multiple impairments;

(3) A moratorium on mental health reviews until implemen-
tation of new mental impairment standards; and

(4) Procedural changes requiring pretermination notices, con-
tinuation of benefits during appeal, standards for medical evi-
dence, and other procedural safeguards.

Though the Social Security Disability Benefits Reform Act is a
piece of legislation with an unprecedented degree of specificty in
the history of the DI Program, its ultimate effect will largely
depend on how SSA interprets the statutory language, and how
this interpretation will translate into administrative instructions
and guidance to State agencies. Predicting how this new law will
be work out in day-to-day decisionmaking, and determining what
effects it will have on the adjudicative climate is impossible at this
point. Further, the Federal courts are inextricably linked to the
many of the most important issues in the whole DI crisis, and a
number of extremely complicated legal problems will undoubtedly
unfold as this legislation is implemented.

The new medical improvement standard raises a number of im-
portant questions. Congress attempted to sidestep the problem of
who bears the burden of proof in determining continuing eligibility
to DI benefits by stating that the decision should be based on the
evidence, and neutral to the fact that an individual had been deter-
mined eligible in the past. Though a creative solution to a problem
that the House and Senate conferees could not agree upon, it raises
a number of concerns for implementation. How much evidence
must be produced that shows an individual has improved over
time? Can a consultative exam by a SSA physician, who has never
examined an individual before, determine that this person’s condi-
tion has improved in relation to the incomplete records the doctor
may have available? Does the fact an individual is taking less
medication than he had in the past constitute substantial evidence
of improvement? If SSA has lost the individual’s original case file,
which is very frequently the case, what is the obligation of the indi-
vidual to recreate that file? What if the individual cannot? Ques-
tions of this nature remain unanswered, and will depend largely on
very concrete internal administrative procedures that SSA issues
to the disability examiners in the field.

In concept, a medical improvement standard is a method of en-
suring that if the Government is going to declare someone ineligi-
ble for benefits, there must be a coherent reason for doing so. In
the version of H.R. 3755 that passed the House, the legislative lan-
guage made it clear that SSA must demonstrate that there is im-
provement in a beneficiary’s medical condition, and that this im-
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provement enables the individual to work. In the House version
there was a causal link between the change in condition and abili-
ty to work. In the final legislation however, this link is broken.
SSA determines whether there has been any medical improvement,
and if there has been any, it then determines whether the individ-
ual can work under current standards. There is no tie between the
event—medical improvement—and the outcome—ability to work.

In both breaking the causal link between medical improvement
and capacity to work and sidestepping the issue of burden of proof,
Congress attempted to establish something that could be labeled a
medical improvement standard while evading the central issues.
The basic process of matching an individual’'s medical records
against current standards is the same—all that is new in the law is
an elaborately designed hurdle, called medical improvement, that
SSA must jump before it terminates eligibility. The fundamental
problem of whether or not it is fair to terminate an individual
without specifically identifying what change in circumstances led
to a new capacity to work is not truly resolved. Nor does Congress
make clear its position on whether or not entitlement to benefits
establishes a presumption of disability that the Government must
rebut. The extent to which the medical improvements standard
acts as a procedural safeguard for beneficiaries remains to be seen.

In addition to medical improvement, a few other provisions have
the potential for significantly increasing the number of benefici-
aries on the rolls. For instance, if the antiquated mental impair-
ments listings are brought into conformity with current medical
knowledge, and if an attempt is made to realistically determine
whether mentally impaired people can work in a competitive envi-
ronment, as is required by the legislation, a tremendous number of
people will become entitled to benefits. In the past 4 years, it has
been almost impossible to receive or sustain benefits on the basis of
a mental disability. If this source of excluding people is opened up,
it will cost a great deal.

The provision mandating that SSA consider the combined effect
of a multiplicity of impairments could also serve to open doors to
applicants and beneficiaries that has been shut in the past few
years. If SSA allows State agencies flexibility in making realistic
determinations of the “total” medical picture, it eliminates one
method of terminating a whole class of “gray area’” cases.

Another major area of uncertainty will be the response of the
courts to the legislation. Though the medical improvement applica-
tion scheme was drafted with the intention of cleaning the judicial
slate by sending back to SSA all individual plaintiffs, all members
of certified class action suits, and all named members of noncerti-
fied class action suits, it is very hard to predict what the role of the
courts will be in the future. It is possible that judges will rule that
unnamed members of noncertified class action suits can not be ex-
cluded from redress, and that SSA will have to reexamine virtually
everyone terminated since 1981. Obviously, this would be costly. It
may be that judges will not allow SSA to apply a new standard
that is less favorable to beneficiaries than a previously court-or-
dered standard. There are a number of similar open questions that
will have to be answered in the next few years.
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3. LEGISLATIVE AND ADMINISTRATIVE RESPONSE

Congress enacted virtually no significant legislation in the DI
area in 1985. This comes as no surprise given the comprehensive
nature of the 1984 Reform Act and the years of extensive and thor-
ough debate which preceded it.

The most significant activity in the DI field took place in the ad-
ministrative arena with the promulgation of three major sets of ad-
ministrative rules by SSA. The first set of rules created new stand-
ards for evaluating disabilities caused by mental impairments. The
rules resulted from extensive interaction between SSA and mental
health professionals, particularly the American Psychiatric Asso-
ciation, which led to numerous changes, most notably, an increase
in the categories of mental disorders and new standards for medi-
cal esx;idence. SSA published the rules on August 28, 1985 (50 FR
35038).

The second set of rules responded to the mandate of the 1984
Reform Act and created guidelines for the determination of medi-
cal improvement as a prerequisite to the termination of benefits.
SSA published these rules on December 6, 1985 (50 FR 50118).

The third set of rules revised the medical criteria applicable to
the determination of physical disability. The last revision of the
physical impairment criteria had occurred in 1979, and the 1985
rules had been in development since 1982, but had been delayed by
the need to write medical improvement and mental impairment
rules in response to the 1984 Reform Act. SSA published the new
physical impairment rules on December 6, 1985 (50 FR 50068).

While SSA published all of the above rules in 1985, complete
evaluation of the rules will not be possible until after SSA has ap-
plied the new rules to a substantial number of cases, which will
probably not occur until at least the middle of 1986. Attention will
likely focus on the degree of evidence used to establish medical im-
provement, and the general stringency or leniency with which the
rules are applied. In the final analysis, any expansion or shrinkage
of the DI program will depend less on the specific language of the
rules, and more on the administrative climate which surrounds the
application of the rules to individual cases.

4. ProGgNoOSIS

In the DI program, 1986 will see attention focused primarily on
the implementation and effect of the changes wrought by the 1984
Reform Act. Controversy will likely center around the degree, if
any, to which the benefit rolls expand, and the efficiency of SSA in
handling the large backlog of cases which has accumulated.



Chapter 2

EMPLOYEE PENSIONS

OVERVIEW

Congressional attention to pension issues increased in 1985 with
efforts to redesign the pension program for Federal employees and
with renewed interest in the funding and adequacy of private pen-
sion benefits. Despite the increase in activity, none of the major
pension legislation was completed by year’s end.

Private pension activity focused on the funding of private
plans—particularly the termination of underfunded plans—and on
the distribution of benefits in the context of tax reform. Legislation
to raise the premium and reform the Pension Benefit Guaranty
Corporation’s single-employer termination insurance program was
agreed upon by a conference committee of the House and Senate.
In addition, changes in the tax treatment of retirement plans were
proposed in both the President’s May 1985 tax reform proposals
and in H.R. 3838, passed by the House in December.

In the wake of 10th anniversary reviews of the Employee Retire-
ment Income Security Act (ERISA), several congressional commit-
tees began in 1985 to discuss the need for a national retirement
income policy. At the same time, legislation was introduced to ar-
ticulate elements of a national retirement income policy and to im-
prove the adequacy of future retirement benefits.

Congress also made progress in developing a new Federal retire-
ment plan to supplement Social Security for workers hired since
1983. After 2 years of study, the committees of the House and
Senate with jurisdiction began work in 1985 on proposals for a new
plan. Two different approaches emerged, and by year’s end the
House and Senate were in conference to work out their differences
and report a final bill to the Congress.

By year’s end, concern about Federal budget deficits again domi-
nated the agenda. As part of the Gramm-Rudman budget reform
legislation, Congress made a last minute decision to withhold the
3.1 percent cost-of-living increase in Federal civil service and mili-
tary retirement benefits scheduled to go into effect January 1986.
By cutting Federal COLA’s and providing protection from automat-
ic Gramm-Rudman cuts for Social Security and other income secu-
rity programs, Congress broke with the concept of equal treatment
for Federal and other retirees that had been a tradition in earlier
deficit reduction efforts.

(C3))
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A. PRIVATE PENSIONS

1. BACKGROUND

Pension plans are sponsored by employers or unions to provide
employees retirement benefits to supplement Social Security. Most
pension plans are sponsored by a single employer and provide em-
ployees credit only for service performed for the sponsoring em-
ployer. However, 17 percent of all private plan participants are in
multi-employer plans which cover the members of a union while
working for any of-a number of employers within the same indus-
try and/or region. Today there are over 800,000 private-sector
plans with over 40 million private wage and salary workers partici-
pating. Just over half (52 percent) of the private wage and salary
Yg)sréiers were covered by an employer-sponsored pension plan in

Most private plan participants (70 percent) are covered under a
defined-benefit pension plan. The rest participate in defined-contri-
bution pension plans. Defined-benefit plans specify the benefits
that will be paid in retirement, usually as a function of the work-
er’s years of service under the plan or years of service and pay.
The employer makes annual contributions to the pension trust
based on estimates of the amount of investment needed to pay
future benefits.

Defined-benefit plans generally base the benefit paid in retire-
ment either on the employee’s length of service or on his length of
service and pay. Fewer than a third (30 percent) of all participants
in medium and large size private plans receive benefits based on a
fixed dollar amount for each year of service. The majority of the
flat-rate plans cover union or hourly employees and are collectively
bargained between the union and employer. Most participants are
in salary-related plans that base the benefits on a fixed percentage
of career average pay or final 3 or 5 years pay.

Workers in private-sector defined-benefit plans are typically in
large plans provided as the primary pension plan, funded entirely
by the employer. More than three-quarters of the participants in
defined-benefit plans are in plans with more than 1,000 partici-
pants. The defined-benefit plan where it exists is either the only
pension plan the employer offers or the primary plan. The largest
employers generally supplement the defined-benefit plan with one
or more defined-contribution plans. Where supplemental plans
occur, the defined-benefit plan is usually funded entirely by the
employer, and the supplemental defined-contribution plans are
jointly funded by employer and employee contributions. Defined-
benefit plans occasionally accept voluntary employee contributions
or require employee contributions. However, less than 3 percent of
the contributions to defined-benefit plans comes from employees.
Most Government employees participate in large contributory de-
fined-benefit plans.

Defined-contribution plans specify only a rate at which annual or
periodic contributions are made to an account. Benefits are not
specified but are a function of the account balance, including inter-
est, at the time of retirement. All defined-contribution plans are
not strictly speaking “pension plans,” in that they are not all in-
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tended solely to provide retirement income, although they are all
included in ERISA and Internal Revenue Code definitions of plans
subject to tax-qualifications and fiduciary requirements.

Private pensions are provided voluntarily by employers. None-
theless, the Congress has always required that pension trusts re-
ceiving favorable tax treatment benefit all participants without dis-
ciminating in favor of the highly-paid. Pension trusts receive favor-
able tax treatment in three ways: (1) Employers deduct their con-
tributions currently even though they are not immediate compen-
sation for employees, (2) income is earned by the trust tax-free, and
(3) employer contributions and ‘trust earnings are not taxable to
the employee until received as a benefit. The major tax advantage,
however, is the tax-free accumulation of trust interest (“inside
build-up”) and the fact that the tax on benefits is usually at a
lower rate than it would have been if levied on the contributions
when made.

In the last decade the Congress has increasingly used the special
tax treatment as leverage to encourage widespread coverage and
benefit receipt. In the Employee Retirement Income Security Act
[ERISA] of 1974, Congress first established minimum standards for
pension plans to ensure broad distribution of benefits and limited
pension benefits for the highly-paid. ERISA also established stand-
ards for funding and administering pension trusts, and added an
employer-financed program of Federal guarantees for pension bene-
fits promised by private employers.

In 1982, Congress sought, in the Tax Equity and Fiscal Responsi-
bility Act (TEFRA), to prevent the fact of discrimination in small
corporations by requiring so-called “top heavy” plans to accelerate
vesting and provide a minimum benefit for short-service workers.

In 1984, Congress enacted the Retirement Equity Act [REA] to
improve the delivery of pension benefits to workers and their
spouses. REA lowered minimum ages for participation to 21, pro-
vided survivor benfits to spouses of vested workers, and clarified
the division of benefits in a divorce.

As of 1984, private pension funds totaled $917 billion and ac-
counted for 42 percent of the institutional assets in the economy.
In 1985, Federal tax expenditures for public and private employer-
sponsored pensions cost the Government $71 billion.

2. Issues

(A) BENEFIT ADEQUACY

The goal of retirement plans is to replace a worker’s preretire-
ment earnings with sufficient benefits to maintain his or her stand-
ard of living into retirement. The President’s Commission on Pen-
sion Policy recommended in 1981 that to achieve this goal, the
worker earning the average wage would need income from pen-
sions, Social Security, and other sources equal to 60 to 75 percent
of pre-retirement earnings.

The President’s Commission also recommended that “replace-
ment ratios” for low wage earners should be higher than for high
wage earners. The replacement ratio needed to maintain a reasona-
ble standard of liw;ting declines with higher earnings because it is
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thought that the highly-paid can live with less more easily than
the low-paid who already consume only necessities.

Pensions are usually intended to add benefits to Social Security
to bring workers’ retirement incomes up to an adequate level of
income replacement. Because Social Security provides a higher re-
placement to low-paid workers, pensions often “tilt” their benefits
the other way—providing a higher replacement to the higher paid.
For example, a minimum wage worker receiving 54 percent of pre-
retirement earnings from Social Security would only need to re-
place 20 to 35 percent of pre-retirement earnings from a pension to
meet the Pension Commission’s goal of 75 to 90 percent replace-
ment. On the other hand, a worker at the Social Security taxable
maximum would need to replace 35 to 50 percent of preretirement
earnings from a pension.

Older Americans today get relatively little income from pensions.
Three-fourths of those 65 and older receive no pension benefits.
Only 15 percent of the income the elderly receive in total comes
from pensions.

Average benefit levels from pension plans tend to be low. A
Labor Department study of recent retirees from private pension
plans projected the median annual benefit of 1977-78 retirees from
the plan to be $2,650. This benefit replaced, at the median, 21 per-
cent of pre-retirement earnings. Benefit levels for women were
even lower—the median annual pension for women was 44 percent
of that for men, largely due to lower career earnings.

CHART 2-1

MEDIAN PENSION BENEFITS FROM FINAL PENSION PLAN BY SEX
WORKERS RETIRING WITH PENSIONS IN 1977-78
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The generation of workers retiring today are benefiting some-
what more from the pension system than previous retirees. Nearly
half of the families who retired on Social Security in 1980 and 1981
are receiving some income from pensions, although one-half of
these receive less than $400 a month in benefits from all their pen-
sions combined.

Three factors are most likely to cause low pension benefits:
Movement in and out of the labor force or pension-covered employ-
ment, job mobility and the length of stay on any one job, and fea-
tures of pension plan formulas that may reduce pension benefits.

Career patterns have the greatest effect on the amount of bene-
fits paid by pension plans. Workers who enter plans late in life or
work short periods under a plan earn substantially lower benefits
than those who enter early and work a full career.. The Labor De-
partment study found that the median benefit for workers with 10
years of service under their last pension plan replaced only 6 per-
cent of their pre-retirement income while the median benefit of
those with 35 years of service replaced 37 percent of pre-retirement
income. Similarly, workers who entered the plan at a young age ac-
ﬁlfl.mulated larger pensions than those who entered the plan late in

e.

(1) Coverage

Employers or unions voluntarily sponsor pension plans to pro-
vide workers with benefits supplementing Social Security in retire-
ment. Today only half (52 percent) of all American workers are
covered by a pension plan sponsored by their employer. In total, 47
million workers are not covered by a pension plan, either because
they work for an employer who does not have a pension plan, or
because they are excluded from participating in the employer’s
plan.

Employers who offer pension plans do not have to cover all of
their employees. The law governing pensions—ERISA—permits
employers to exclude part-time, newly-hired, and very young work-
ers from the pension plan. In addition, the law only requires em-
ployers to cover, at most, 70 percent of the remaining workers (only
56 percent if employees have to contribute in order to participate
in the plan); and an even smaller percentage of workers if the clas-
sification of workers they exclude does not result in the plan dis-
criminating in favor of the highly-paid.
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CHART 2-2

PENSION COVERAGE AND VESTING
TOTAL U.S. WORKFORCE

MAY 1983

LS YOV
SRR LARRRRRRRERARIAN ;
Workers with %
Vested Benefits L

24, 095, 000
¥
"5, 964, 000 IIIIIIIJ@IIH@IH/II@@ g

W

Pens;‘gp‘;gg\éered/
/ 51, 530, 000 /
70

Source: FEmily S. Andrews. The Changing Proflie 0° Pensinns in America -
(Washington, D.C.: EBRI) December 1935

Most noncovered workers, however, work for employers who do
not sponsor a pension plan. A large proportion of the noncovered
workers (nearly three-quarters) work for small employers. Small
firms tend not to provide pensions because a pension plan can be
administratively complex and costly, often these firms have low
profits margins and uncertain futures, and the tax benefits of a
pension plan for the company are not as great for small firms.

Projections of future trends in pension coverage have been hotly
debated. However, it seems unlikely that pension coverage will
grow much without some added incentive for small business to add
pension plans and for employers to include part-time workers in
their plans. The expansion of pension coverage has been slowing
steadily over the last few decades. The most rapid growth in cover-
age occurred in the 1940’s and 1950’s when the largest employers
adopted pension plans. In recent years, coverage has actually de-
clined slightly due to recession, the loss of jobs in the well-covered
manufacturing sector, and the increase in jobs in the poorly-cov-
ered service sector.

(2) Vesting

Vesting is earning the right to receive benefits from a pension
plan. Someone who is merely covered by a pension plan will not
necessarily receive any benefits from that plan. To receive benefits
the worker must vest under the plan.
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Vesting is one of the features of a pension plan intended to en-
courage employees to stay with the company. Hiring and training
workers can be costly to employers. To reduce job turnover and
keep good workers, employers often hold out the promise of better
compensation in the future. A pension is one way for a company to
systematically reward worker loyalty without causing resentment
among other workers.

Vesting provisions are a simple way to make sure benefits do not
go to short-term workers. Because the rules are clear to workers,
vesting rules have been shown to be effective in reducing the rate
of job quits among those who are a few years short of vesting.

CHART 2-3

PERCENTAGE OF FULL-TIME MALE WORKERS REMAINING ON THE JOB TEN YEARS
BY AGE OF JOB ENTRY
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The majority of workers today do not stay with the same employ-
er the number of years required to earn a benefit in most pension
plans. Currently, nearly 80 percent of pension-covered workers are
covered by plans that do not fully vest (provide a nonforfeitable
right to a benefit) before 10 years, and more than 60 percent are in
plans that vest no benefit before 10 years. The probability that a
worker starting a job will remain on the job for 10 years is low.
Full-time male workers have the longest average job tenures; and
even then, only one male in two starting at age 45, will stay 10
years.

Workers today are having a more difficult time earning pensions
than their predecessors because job tenure is on the decline. The
average job tenure for a male aged 40-44, for example, has dropped
from 9.5 years in 1966 to 8 years in 1981. Women’s average job ten-
ures are declining less rapidly—but already tend to be much short-
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er than men’s. Job tenure for women aged 40-44 dropped from 4.1
years in 1966 to 3.9 years in 1981.

(3) Benefit Distribution and Deferrals

When workers change jobs, earned pension benefits can be lost.
As a result, much of the money being accumulated for retirement
is not being retained to provide retirement income.

Vested workers who leave an employer before retirement usually
have the right to receive “vested deferred benefits” from the plan
when they reach retirement age. Benefits that can only be paid
this way are not ‘“‘portable” in that the departing worker may not
transfer the benefits to his next plan or to a savings account. Many
pension plans, however, allow a departing worker to take a lump-
sum cash distribution of his or her accrued benefits.

Federal policy on lump-sum distributions has been inconsistent.
On the one hand, Congress has encouraged lump-sum distributions
by permitting employers to make mandatory distributions without
the consent of the employee on amounts of $3,500 or less; and by
providing favorable tax treatment through the use of the unique
“10-year forward averaging” rule (which calculates the tax pay-
ment as though the individual has no other income). On the other
hand, Congress has tried to encourage departing workers to save
their distributions by deferring taxes if the amount is rolled into
an individual retirement account (IRA) within 60 days.

This approach appears to have been ineffective. To the extent
that workers receive lump-sum distributions, they tend to spend
them rather than save them; thus distributions appear to reduce
retirement income rather than increase it. Recent data indicate
that only 5 percent of lump-sum distributions are saved in a retire-
ment account, and only 32 percent are retained in any form, in-
cluding the purchase of a home. Even among older and better edu-
cated workers, fewer than half roll their pre-retirement distribu-
tions into a retirement savings account.

Even when they vest, workers lose pension benefits under some
plans when they change jobs. The pension loss results from the
way some plans accrue benefits. Final-pay formulas have been pop-
ular with employers because they relate the pension benefit to the
worker’s earnings immediately preceding retirement. However,
final-pay plans penalize workers who leave the plan before retire-
ment by “freezing”’ benefits at the last pay level under the plan.
The further a worker is from retirement, the less valuable the pen-
sion benefits will be. A mobile worker earning benefits under a
number of final-pay plans will receive much lower benefits than a
steady worker who spends a full career under a single plan.

(4) Integration

Current rules permitting employers to reduce pension benefits to
account for Social Security benefits can result in an excessive re-
duction or even elimination of a lower-paid worker’s pension bene-
fits. Under the Social Security Program, workers pay a uniform tax
rate but receive Social Security benefits that are proportionately
higher at lower levels of income. Employers. who want to fit their
pension benefits together with Social Security benefits to achieve a
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more uniform rate of income replacement for their retirees use in-
tegration to accomplish this goal. The integration rules define the
amount of adjustment a plan can make to pension benefits before
the plan is considered discriminatory.

Under current rules, pension integration can be used unfairly
and can deprive workers of legitimate benefits. In general, there
are two types of integration—excess and offset. In excess integra-
tion, the plan pays a higher contribution or benefit on earnings
above a particular level (the “integration level”) than it pays on
earnings below the level; current rules permit the plan to pay
nothing below the integration level. In offset integration, the plan
reduces the pension benefit by a percentage of the Social Security
benefit; current rules limit the percentage of Social Security that
can be used but do not prevent the elimination of the pension alto-
gether. Current rules are also out-dated and overly complex. They
make it impossible for pension participants to understand what is
happening to their pension benefits.

(B) TAX EQUITY

Private pensions are encouraged through tax benefits now esti-
mated by the Treasury to equal roughly $45 billion a year. In
return, Congress regulates private plans to prevent overaccumula-
tion of benefits by the highly paid. Efforts to prevent discriminato-
ry provisions of benefits have focused recently on the potential for
discrimination in voluntary group savings plans and on the effec-
tiveness of current coverage and discrimination rules.

In recent years, there has been a substantial increase in tax-free
individual contributions to retirement and savings plans. Prior to
1974, only employees of public or tax-exempt organizations could
elect to defer some of their salary without paying income taxes on
it through a tax-sheltered annuity (TSA) (under section 403(b) of
the Internal Revenue Code). Private sector employees could only
make after-tax contributions to a retirement plan. Beginning in
1974, the Congress gradually extended the opportunity to make
tax-free elective deferrals to all employees. Legislation was enacted
in 1974 permitting workers not covered by an employer-sponsored
pension plan to defer up to $2,000 a year to an individual retire-
ment account (IRA). Then, in 1978, cash or deferred arrangements
(CODA’s) were authorized for private employers under code section
401(k). Workers covered under a CODA may make elective tax-free
contributions (by agreeing with the employer to reduce their sala-
ries) to an employer plan. The amount that any worker can con-
tribute is limited by the total limit on all pension contributions (25
percent of salary up to $30,000) and by a separate nondiscrimina-
tion test for 401(k) plans restricting the amount deferred by highly
paid workers to a ratio of the amount deferred by lower-paid work-
ers. Finally, in 1981 Congress opened up the opportunity to defer
$2,000 a year in an IRA to all workers.

Concern has grown in recent years that tax-free voluntary sav-
ings may offer too great a tax shelter for the highly paid and may
be inequitable. The tax benefits of voluntary savings are most at-
tractive to those in the highest tax brackets. While a large portion
of the tax benefit goes to those who would probably save for retire-
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ment without it, many who need the retirement savings do not
benefit from the tax provisions. In addition, the aggregate tax ben-
efits for savings may have become excessive. Currently, the bulk of
those using IRA’s already participate in a corporate pension or
401(k) plan and could be preparing adequately for retirement with-

out an IRA.
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Nondiscrimination rules are intended to ensure that employee
benefit plans that are tax-favored are of benefit to a broad cross-
section of employees and not just the highly paid. Corporate pen-
sion and deferred compensation plans are required to meet a
number of nondiscrimination tests for coverage and comparability
of benefits as set forth in sections 401 and 410 of the Internal Reve-
nue Code (and various revenue rulings) to become tax-qualified.
Plans are required to benefit either 70 percent of the employees
who meet age and service requirements (56 percent in a contribu-
tory plan) or a classification of employees that the Secretary of
Treasury finds not to be discriminatory. Benefits provided in one or
a number of plans by the same employer must be reasonably com-
parable (in relation to pay) at various pay levels.

CODA’s, in which participation is optional for the employee,
must meet an additional nondiscrimination test based on the use of
the plan, to ensure that the highly paid are not benefiting dispro-
portionately from the plan. Under current law, the top one-third of
employees, by pay, cannot defer more than 1.5 times the average
proportion of salary that the lower paid two-thirds actually defer.

In the last few years, concern has emerged that the current cov-
erage rules are too loosely structured and have been weakened too
much through revenue rulings to ensure broad participation in em-
ployer plans by lower paid workers. In addition, there has been
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some concern that the current CODA discrimination rules permit
excessive deferrals by the highly paid in relation to the amounts
actually deferred by the lower paid. Tax-sheltered annuities have
not even come under current nondiscrimination requirements since
these were established under a separate code section (section

403(b)).

(C) PENSION FUNDING

The contributions plan sponsors set aside in pension trusts are
invested to build sufficient assets to pay benefits to workers
throughout their retirement. The Federal Government, through
the Employee Retirement Income Security Act of 1974 [ERISA],
regulates the level of funding and the management and investment
of pension trusts. Under ERISA, plans that promise a specified
level of benefits (defined benefit plans) must have enough assets to
meet benefit obligations earned to date under the plan or must
make additional annual contributions to reach full funding in the
future. Plans created since 1974 are required to reach full funding
within 30 years. Plans predating ERISA were allowed 40 years to
develop full funding. Under ERISA, all pension plans are required
to diversify their assets, are prohibited from buying, selling, ex-
changing, or leasing property with a party-in-interest, and prohibit-
ed from using the assets or income of the trust for any purpose
other than the payment of benefits or reasonable administrative
costs.

Prior to ERISA, participants in underfunded pension plans lost
their benefits when employers went out of business. To correct this
problem, ERISA established a program of termination insurance to
guarantee the vested benefits of participants in single-employer de-
fined benefit plan. This program guarantees benefits up to $1,790 a
month (1986) (adjusted annually). It is funded through annual pre-
miums of $2.60 per participant (as of 1985) paid by employers to a
nonprofit Government corporation—the Pension Benefit Guaranty
Corporation (PBGC). When an employer terminates a plan, the
PBGC receives any assets in the plan, and may make a claim
against additional assets up to 30 percent of the employer’s net
worth. A similar termination insurance program was enacted in
1980 for multiemployer defined benefit plans, using a slightly
higher annual premium, but guaranteeing only a portion of the
participant’s benefits.

In 1985, congressional attention focused on three concerns about
pension funding. The most pressing concern was increasing termi-
nation of plans with large unfunded liabilities and the resulting
need for reform and a premium increase for the single-employer
termination insurance program. In addition, there was a growing
concern about the termination of overfunded plans by employers to
recover excess pension assets. Finally, public attention began to
focus on what some consider the poor investment performance of
pension funds.

(1) Termination of Underfunded Plans

Over the last 5 years, there has been increasing concern that the
single-employer termination insurance program, operated by the
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PBGC, is inadequately funded. The PBGC began to seek congres-
sional approval for a premium increase in May 1982. By the end of
fiscal 1984, PBGC had liabilities of $1.5 billion and assets of only
$1.1 billion—leaving a deficit of $462 million. Projections at that
time indicated that without a premium increase the fund for
single-employer plans would be exhausted by 1990. During 1985 the
PBGC assumed $615 million in additional liabilities.

The Congress responded to a much smaller deficit in 1978 by
simply raising the annual premium from $1 to $2.60 per partici-
pant. This time, however, employers, labor organizations, and the
administration worry that the program itself is flawed, and with-
out reform, premium increases could be never-ending.

A major cause of the PBGC’s problem has been the ease with
which economically viable companies can terminate underfunded
plans and dump their pension liabilities on the termination insur-
ance j)rogram. Currently, employers who are unable to make re-
quired contributions to the pension plan can request a “funding
waiver” from the Internal Revenue Service [IRS]. These waivers
permit troubled companies to increase their unfunded liabilities.
Once underfunding becomes a financial burden to a company, they
can terminate the plan and transfer the liability of the PBGC. The
PBGC is helpless to prevent the termination, and may seek to col-
lect additional amounts from the company only up to 30 percent of
the company’s net worth. Often this amount is far less than the
pension liability transferred to the PBGC.

Terminations of underfunded pension plans also reduce the bene-
fits paid to participants and beneficiaries. Even though vested ben-
efits are generally insured by the PBGC, the termination insurance
program does not protect all benefits vested in underfunded plans.
Employees are often in a difficult position when an employer ter-
minates an underfunded plan. On the other hand, the inability of
the company to restructure its debt may force the company to go
out of business and the workers to lose their jobs.

In 1985, the PBGC assumed the two largest claims in the pro-
gram’s 1l-year history—both of which illustrate fundamental
weaknesses in the termination insurance program. In July, the
Allis-Chalmers Corp. ended its pension fund with liabilities of $165
million and assets of only $5 million, having managed to fund only
3 percent of the benefits it promised. In October, the Wheeling-
Pittsburgh Steel Corp., which had filed in April for reorganization
under chapter 11 of the Bankruptcy Code, announced its intention
to terminate its two pension plans, with unfunded liabilities of over
$450 million. In both cases, the companies are likely to become or
remain profitable in the future, in part because they have succeed-
ed in dumping pension liabilities on the PBGC. The result is that
other employers (including their competitors) through their premi-
ums to the PBGC, and participants in the plan through some loss
in benefits will subsidize the future profitability of these compa-
nies.

Criticism of the termination insurance program has focused on
four issues. First, should companies that are not in financial hard-
ship be able to terminate an underfunded plan and dump liabilities
on the PBGC? Second, if a company requests a “funding waiver,”
should they be required to put up some type of security for the re-
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duced contributions? Third, if a company avoids its pension liabil-
ity by selling or transferring a financially troubled subsidiary,
should the PBGC be able to make a future claim against the parent
company if the plan is later terminated? Fourth, should a company
that terminates its plan in financial distress have additional liabil-
ity to the PBGC if they later become profitable?

(2) Reversions of Assets From Termination of Overfunded Plans

Concern in the Congress continued to grow in 1985 over the ter-
mination of well-funded defined benefit pension plans to enable
plan sponsors to recapture the surplus assets. Under ERISA, spon-
sors of plans with assets that exceed ERISA funding standards can
recover these surplus assets over time by reducing their contribu-
tions to the plan. Withdrawals of assets are not permitted as long
as the plan remains in operation. Employers can recover assets,
however, when a plan is terminated.

In recent years, a substantial increase in plan surpluses due to
gains in both the stock market and the bond market declining in-
terest rates, and increasing awareness of the potential for recover-
ing plan assets, has caused employers to consider terminating well-
funded defined benefit plans for a variety of business reasons unre-
lated to the purposes of the retirement plan. The major reasons for
termination have included: Financing or fending off a corporate
takeover, improving cash flow or redirecting the company’s assets,
aild replacing the defined benefit plan with a defined contribution
plan.

Originally, employers were loathe to terminate pension plans
simply to recover assets because of a concern that plan participants
might lose benefits and the PBGC would prevent them from offer-
ing a similar successor plan. The issuance of Implementation
Guidelines for Asset Reversions by the PBGC, Treasury Depart-
ment, and Department of Labor in May 1984 helped clarify that an
employer could terminate one plan and establish a similar succes-
sor plan as long as all plan participants were vested and benefits
were fully covered under annuity contracts. This clarification has
given rise to a host of new plan terminations that have left partici-
pants covered under identical or similar successor plans.

The number and size of reversions from plan terminations has
been increasing steadily in recent years. Since 1979, 780 pension
plans have terminated with a reversion of more than $1 million. As
of December 31, 1985, an additional 279 requested plan termina-
tions were pending PBGC approval. Employers have recaptured
$7.9 billion in surplus assets with an additional $2.7 billion pend-
ing. In 1985 alone, 435 plans were terminated or pending with a
total of $5 billion reverted or will revert to employers from these
plans, an average of $13.6 million per plan. The largest reversion
ever to occur was the reversion in 1985 of over $962 million to
United Airlines through the termination of 5 pension plans. Rever-
sions from the termination of defined benefit plans are likely to
continue to accelerate due to the substantial excess in pension
funding. Currently, the 200 largest companies by sales have an esti-
mated $73 billion in liquid pension assets.

58-335 0 - 86 -~ 3
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Employers who are terminating pension plans to recover assets
usually set up a replacement plan to continue pension coverage for
participants. Data from the PBGC on pending terminations as of
September 1985 shows that in 85 percent of the proposed plan ter-
minations, the participants were to remain covered under the old
or a successor plan. In half of the cases, coverage continued under
a defined benefit plan; in a third of the cases, participants were
covered under a defined contribution plan.

The two common methods for leaving participants covered under
a defined benefit plan—‘spinoff”’ termination and ‘“re-establish-
ment”’ termination—essentially leave participants benefits un-
changed. Under a ‘“‘spinoff,” the old pension plan is split into two
plans—one covering retirees and the other active employees. Active
employees remain in the old plan. The surplus assets are placed in
the retiree plan, the retiree plan is terminated, and annuities are
purchased for the retirees. Under a ‘“re-establishment,” the old
pension plan is terminated and a new similar plan is set up, with
past service credits normally provided in the new plan for all
active employees. By using either approach, employers are doing in
two steps what they would not be allowed to do in one step. Many
have argued the “step transaction doctrine” whereby if actions
taken in two transactions have basically the same result as could
have been obtained in a single transaction, which would have been
disallowed, then the two transactions should not be allowed. How-
ever, if the “doctrine” is applied, the employer will then have a
strong incentive to completely terminate the plan with no form of
reestablishment. There is agreement that defined benefit plans are
advantageous for employees and that their continuation is to be en-
couraged. The extension of the argument is that the plan sponsors
not be forced into a position whereby they have to “play games,”
and further that the current two-step withdrawal be allowed in one
step, thereby eliminating the necessity to terminate the existing
plan. Since benefits often remain unchanged, there is disagreement
over whether reversions are in fact a serious problem. Critics argue
that retirees can be harmed in a spinoff termination because they
lose the potential for future cost-of-living increases in their bene-
fits. They also contend that reversions draw needed, as well as sur-
plus, assets from the plans and may increase the risk for the PBGC
because newly created plans are not required under ERISA to
maintain a funding level as high as plans that have been in exist-
ence for some time.

Plan sponsors counter that the real problem is that employers
have to terminate pension plans in order to recover surplus assets
the should be able to have without termination. Since the compa-
ny, in a defined benefit plan, promises specified benefits to employ-
ees, only the benefits earned to date—not the assets in the plan—
belong to the participants. Employers are responsible for adequate-
ly funding these benefits and should be permitted to recover funds
not needed to pay benefits. Under current law, employers can
reduce their contributions to recover surpluses over time. Employ-
ers argue they should not have to wait.

Some of the assets recovered in a defined benefit plan termina-
tion would not be surplus assets if the plan was going to continue.
Some observers have suggested that the recovery of these addition-
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al assets is weakening the funding of pension plans and undermin-
ing the purposes of the ERISA funding standards. They have pro-
posed that sponsors should be permitted to recover the assets not
needed on a continuing basis but be prevented from recovering ad-
ditional assets if they are going to continue coverage for their em-
ployees under a successor plan.

(3) Investment Performance of Pension Funds

Over the last few decades, pension funds have become one of the
largest single-purpose pools of capital in the economy. There is now
nearly $1 trillion in liquid assets in private pension funds—29 per-
cent of the total funds available for investment in the economy.
These funds are becoming increasingly important, not just to the
75 million workers who depend upon them for future retirement
income, but for the economy and investment strategies as well.
While the investment performance of these pension funds is impor-
tant, increasingly these funds are becoming a focus of other policy
concerns as well.

In January 1985, the Department of Labor held a series of hear-
ings on investment and governance issues related to private pen-
sion plans. The published conclusions from these hearings noted
that pensions are becoming a dominant factor in stock trading
markets. The growth in pension funds were viewed as coincident
with an increase in daily trading on the Stock Exchange, annual
turnover rates of up to 70 percent of pension funds a year, and a
growing trend toward corporate takeovers. As the decisionmaking
about pension fund investment has taken on more significance in
the context of general corporate finance, there is a growing con-
cern that the relationship to retirement income delivery is weaken-
ing. The concern is the extent to which ERISA’s restrictions of pen-
sion fund investment—the “prudent man’”’ rule and prohibited
transaction restrictions—may be compromised by the rush to “put
the money to good use.”

Attention has begun to focus on the performance of pension.
funds relative to that of other institutional investors. There is a
growing perception that pension funds have generally done poorly
and that money managers are failing to achieve above average re-
turns on their clients’ funds. SEI Funds Evaluation Services data
shows that nearly three-quarters of the pension fund money man-
agers failed to outperform the Standard and Poors 500 index (S&P
500) in 1984, and over the last decade, the majority (56 percent) of
money managers have failed to outperform the S&P 500. Plan
sponsors pay $6 billion a year to money management firms to out-
pace the market, yet most fail to achieve even average returns.
With plan sponsors eager to produce high returns and most money
managers having difficulty consistently outpacing the market, plan
sponsors have engaged in a flurry of account switching and stock-
churning. The switch in managers itself can eat up 1 to 2 percent
of the value of the account. The net result has been high transac-
tion costs of low yields. Some plan sponsors have begun to pursue
more conservative investment strategies, such as buying portfolios
that match the composition of the S&P 500, in an effort to improve
on poor returns.
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A final investment issue has been whether the vast pool of pen-
sion assets should be directed to serve social purposes, quite apart
from the purpose they now serve in providing retirement income.
Generally, social investments are investments that earn a lower
rate of return than they might otherwise but which further a par-
ticular social end. Alternatively, social investments may be strate-
gies that focus on placing capital where it is needed—possibly at a
higher risk and with a potentially high yield—for economic reasons
beyond those of improving fund performance. In both cases, the
future benefits of participants are put partially at risk to serve
goals beyond those of providing retirement income. In recent years,
there has been pressure on the Department of Labor to make it
easier—through comprehensive plan asset regulations—to invest in
real estate, venture capital, and oil and gas partnerships. As the
pool of pension funds grows, the pressure to use these assets for
social purposes increases.

3. LEGISLATION

(A) TAX REFORM ACT OF 1985 (H.R. 3838)

Pension changes proposed as part of tax reform dominated the
pension agenda throughout 1985. The effort to reform the tax code
to improve its fairness and simplicity began in earnest with the re-
lease of the Treasury Department’s report to the President in No-
vember 1984. Recommendations included in the report were modi-
fied and incorporated in the President’s tax proposals issued in
May 1985. A subsequent set of proposals, prepared by the staff of
the Joint Committee on Taxation, were provided to the chairman
of the House Ways and Means Committee in September. These pro-
posals became the basis for the committee’s markup of a tax
reform bill from September through November. On December 3,
the House Ways and Means Committee reported H.R. 3838, the Tax
Reform Act of 1985, which was passed by the House on December
17 and sent to the Senate. The Senate Finance Committee is ex-
pected to take up the Tax Reform bill early in 1986.

Title XI of H.R. 3838 makes major changes in pension and de-
ferred compensation plans. The stated purpose of these pension
proposals is to establish uniform pension rules, restrict tax benefits
to plans providing income in retirement, and limit accumulations
and prevent the discriminatory use of tax-favored retirement plans
by the highly paid. In addition, some pension provisions are struc-
tured to raise a substantial amount of revenue to compensate for
the cost of other provisions in the tax reform bill. The major
changes in the tax treatment of pension and capital accumulation
plans fall into four general areas: (1) Limitations on tax-favored
voluntary savings, (2) restrictions on distributions, (3) tightening of
nondiscrimination rules, and (4) reductions in maximum amount of
benefits and contributions in tax-favored plans.

(1) Limitation on Tax-Favored Voluntary Savings

The House bill tightens the limits on voluntary tax-favored sav-
ings plans in an effort to target limited tax resources where they
are most needed; and establishes more uniform rules for plans
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using salary reduction. Employees’ elective contributions to both
401(k) and 403(b) plans would be limited to $7,000 per year. Any
amounts contributed by an individual through salary reduction
would reduce dollar-for-dollar the individual’s deduction for IRA
contributions.

(2) Nondiscrimination Rules

To broaden coverage and eliminate a perceived potential for
abuse, the House bill has made several changes in current nondis-
crimination rules. Since no agreement could be reached in commit-
tee on the weaknesses of the current coverage rules, H.R. 3838 calls
for a study of the effect of the present-law coverage tests. However,
H.R. 3838 would substantially tighten nondiscrimination rules cov-
ering participation in voluntary savings plans. The 401(k) nondis-
crimination test would be tightened by narrowing the definition of
the highest paid group and reducing the ratio between the deferral
of the top group and the deferral of the bottom. The new nondis-
crimination test would limit the average proportion of pay deferred
by “highly compensated” employees (owners, those in the top 10
percent by pay, or those earning more than $50,000) to 125 percent
of the average proportion of pay deferred by the non-highly com-
pensated. In addition, employer contributions to TSA’s would
become subject to current nondiscrimination rules covering corpo-
rate plans. In addition, elective contributions would have to be
available to all employees without the requirement that the em-
ployee make a minimum contribution. Finally, H.R. 3838 would
extend the 401(k) nondiscrimination rules to thrift and savings
plans that do not benefit from tax-free employee contributions.

(3) Distribution Rules

How and when a plan distributes benefits to employees has come
to be recognized as a key factor in that plan’s ability to deliver ade-
quate benefits in retirement. Traditionally, different types of plans
have distributed their benefits in different forms. Defined benefit
pension plans (plans that specify the benefits) have generally pro-
vided distributions only in the form of an annuity at retirement,
while defined contribution pension, profit-sharing, or thrift plans
(plans that specify the amount contributed) have generally provid-
ed distributions as a lump sum payment whenever the employee
leases the company. Current tax law provides special tax treatment
for lump sum distributions—both under the IRA rollover rules if
they are saved in a retirement account and under the 10-year for-
ward axéeraging and capital gains rules without regard to how they
are used.

Current policy regarding distributions is often criticized for en-
couraging the consumption of pre-retirement distributions and the
loss of retirement savings. While not all employer plans are de-
signed solely to provide retirement income, many of those that are,
provide lump-sum distributions for many circumstances other than
retirement.

The House tax bill would establish substantial disincentives to
use pension or deferred compensation plan accruals for any pur-
pose other than providing a stream of retirement income. The bill
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would impose an excise tax of 15 percent on distributions from a
qualified plan before age 59, other than those taken as a life an-
nunity or in the event of death or disability. Additionally, the bill
would repeal the special tax-treatment for lump-sum distributions
now permitted under the 10-year-forward-averaging and capital
gains rules. Finally, the bill would modify the tax treatment of dis-
tributions from plans with after-tax employee contributions. Previ-
ously taxed employee contributions may now be recovered tax-free
out of a pension or deferred compensation plan before taxes are ap-
plied to any remaining amount. The House bill would repeal the
provisions that permit an initial recovery of previously taxed con-
tributions, and would require that taxes be paid on a pro-rata
sh%re of the total benefit not attributable to previously taxed con-
tributions.

(4) Limitations on Benefits and Contributions

The amount of additional accumulation an individual can have
each year in a tax-favored plan is limited under Section 415 of the
Internal Revenue Code. Under current law, the annual benefit pay-
able from a defined plan cannot exceed 100 percent of an individ-
ual’s compensation (up to a maximum benefit of $90,000). The
annual contribution made to a defined contribution plan cannot
exceed 25 percent of compensation (up to a maximum of $30,000). If
an employee participates in both defined benefit and defined con-
tribution plans, their total accumulation is subject to a combined
limit. Although the dollar limits are currently frozen, beginning in
1988 they will be indexed for post-1986 cost-of-living increases.

In recent years, the Congress has reduced and frozen the section
415 limits largely in an effort to raise revenue for the Federal Gov-
ernment in the context of deficit reduction. The House tax reform
bill would further reduce and freeze benefit contribution limits in
an effort to provide revenue for the tax package. Under the House
bill, the defined benefit dollar limit would be reduced from $90,000
to $77,000, with indexing resuming, as under current law, in 1988.
The defined contribution dollar limit would be reduced from
$30,000 to $25,000, and would remain frozen until the defined bene-
{it limit becomes four times the amount of the defined contribution
imit.

To reduce the potential for an individual to over-accumulate by
using several plans, the House bill would retain the current law
combined limit and would add a 15 percent excise tax to recapture
the tax benefits of annual benefits (including IRA withdrawals) in
excess of 125 percent of the defined benefit limit ($112,500 current-
ly).
yThe pension provisions of the House tax reform bill are intended
to limit tax benefits for employer-sponsored plans to those provid-
ing retirement benefits, to improve the uniformity of incentives for
different types of employers and plans, and raise revenues for the
total tax package. These issues will come before the Senate in 1986.

(B) RETIREMENT INCOME POLICY ACT OF 1985 (S. 1784/H.R. 3594)

Legislation to improve future retirement benefits was introduced
in the Senate by Senators Heinz and Chafee (S. 1784) and in the
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House by Representative Clay (H.R. 3594) on October 22, 1985.
Hearings were held on the bill in the Senate Finance Committee
January 28, 1986, and in the House Education and Labor Commit-
tee February 27, 1986.

The Retirement Income Policy Act [RIPA] provides a statement
of retirement income policy goals explaining that its purpose is to
strengthen employer-sponsored and financed retirement plans, to-
support voluntary savings as a supplement to employer-financed
plans, and to encourage employer plans to meet the needs of work-
ers with a variety of career patterns. Specifically, the bill would
seek to expand pension coverage, improve benefits for short-term
and low-paid workers, simplify pension rules where possible, and
focus tax incentives on encouraging fundamental retirement
income programs.

The central concept in the legislation is that plans designed to
provide benefits in retirement should receive greater emphasis
than those providing for general savings. Retirement plans would
have more favorable tax treatment, but more limited distributions
before retirement than non-retirement savings plans. These differ-
ences reflect a long-standing distinction in the Internal Revenue
Code (IRC) between pension plans and profit-sharing or stock bonus
plans. Pension plans are essentially plans that do not provide in-
service distributions to workers, while profit-sharing and stock
bonus plans provide fairly ready access to the money. RIPA would
require that workers having the chance to save in a non-retirement
savings plan first be covered under a retirement plan.

The legislation would make several specific changes in rules on
coverage, vesting, distributions, integration, and contribution and
benefit limits:

Coverage.—RIPA would broaden pension coverage in two ways.
First, current coverage rules for retirement plans would be tight-
ened. Under current law, employers have a choice of covering 70
percent of their workers of even fewer if they can show that in cov-
ering only a small number of employees they do not discriminate
in favor of officers, shareholders, or the highly paid. RIPA would
permit employers to subdivide their workforce by “business divi-
sion,” but would require that in any business division where they
provide a retirement plan they cover all employees (other than
those currently excluded by statute) with wages below the Social
Security wage base ($39,600 in 1985) under that or a similar plan.
In the aggregate of all business divisions, RIPA would require that
retirement plans cover 80 percent of these workers. Second, RIPA
would improve the incentives for small employers without retire-
ment plans to adopt simplified employee plans (SEP), by permitting
employees to make taxfree contributions.

Vesting. —ERISA currently requires that plans meet one of three
alternative rules in vesting participants. If no part of the benefit
vests before- 10 years, then benefits must be fully vested in 10
years. Full vesting can occur later under other rules.-RIPA .would-
require that under- all vesting methods, benefits .must be fully
vested in 5 years.

Distributions.—RIPA would require that retirement plans dis-
tribute benefits to participants only at retirement (except in the
event of death or disability). Distributions to' participants could be
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made in a ‘“retirement income form’” prior to age 59%, in any
other form only after age 59%. Distributions at separation of serv-
ice prior to retirement would have to be made by direct transfer to
an IRA or other plan. RIPA would also repeal favorable tax treat-
ment for lump-sum distributions and would raise the IRA early
withdrawal penalty from 10 to 20 percent.

Integration.—Plans can now adjust the pension benefits they pro-
vide to take into account actual or anticipated Social Security bene-
fits without being considered discriminatory. RIPA would prohibit
plans from eliminating pension benefits entirely through integra-
tion, and require that a minimal proportion of benefits be paid.

Benefit and Contribution Limits.—Tax qualified plans are limit-
ed in the amount of benefits they can provide any individual. In
recent years, repeated reductions and lack of indexing in these
limits has forced employers to set up non-tax-qualified plans for
highly paid employees and reduced the funding of benefits for even
rank-and-file workers. RIPA would revise these limits to create
parity between defined benefit and defined contribution limits and
to index the limits to the Social Security wage base to improve the
stability of plan funding.

The purpose of this legislaton is to expand the proportion of the
population receiving pension benefits and raise average benefits
from employer-sponsored plans. Preliminary data prepared by ICF,
Inc., for the Department of Health and Human Services in June
1985 showed that the combination of 5-year vesting and tighter dis-
tribution rules would increase future benefits paid to today’s
younger workers. The study simulated the pension income received
by the families of workers who wil reach age 67 in the years 2011-
2020. Earlier vesting and greater portability would raise average
annual family pension income from $7,700 to $11,100 (1985 dollars)
and would increase the percentage of families receiving pension
income from 63 percent to 81 percent of families.

(C) VESTING, INTEGRATION, AND PORTABILITY ACT OF 1985 (H.R. 2622)

The Pension Vesting, Integration and Portability Act of 1985
(H.R. 2622) was introduced in the House by Representative Kennel-
ly on May 23, 1985. Identical provisions were included in the Eco-
nomic Equity Act of 1985 (S. 1169) introduced by Senator Duren-
berger on May 20. The VIP legislation addresses some of the same
benefit adequacy concerns addressed in the Retirement Income
Policy Act. The bill would expand pension coverage by requiring
private pension plans to cover part-time workers—with 500 to 1,000
hours a year—and workers within 5 years of the plan’s normal re-
tirement age. It would also lower minimum vesting standards to 5
years. VIP would require that small distributions be made to a
portability account with the participant’s approval, and would
place a 100 percent excise tax on early distributions made to par-
ticipations before age 59%. Plans that integrate with Social Securi-
ty would be required to provide participants no less than the mini-
mum pension benefit specified in the bill. Finally, the Secretary of
Labor would be directed to study the feasibility of requiring private
plans to provide cost-of-living adjustments.
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(D) SINGLE-EMPLOYER TERMINATION INSURANCE

After years of deliberation over reform of the PBGC’s single-em-
ployer termination insurance program, in 1985, the Congress final-
ly moved a bill reforming the program through most of the legisla-
tive process. By the end of the year, conferees from the House and
Senate had met and agreed on a single bill increasing the premium
for single-employer termination insurance from $2.60 to $8.50 per
participant, and restructuring employer liabilities to the PBGC in
the event of termination of an underfunded pension plan. Unfortu-
nately, the single-employer legislation was part of the Comprehen-
sive Omnibus Budget Reconciliation Act of 1985 [COBRA] which
was not finally acted upon before the end of the first session, and
remains as part of Congress’ unfinished business for 1986.

Although similar legislation had been introduced in several pre-
vious Congresses, the premium increase and reform effort gained
momentum in the 99th Congress largely through its association
with deficit reduction and the budget reconciliation legislation. The
tax-writing committees and labor committees in both chambers re-
ported out provisions which went to conference as three separate
bills: H.R. 3500—one of the House reconciliation bills containing
the provisions of H.R. 2811 as reported by the Education and Labor
Committee in September; H.R. 3128—the other House reconcilia-
tion bill reported by the Ways and Means Committee in October;
and S. 1730—the Senate reconciliation bill containing the premium
increase reported by the Finance Committee and the reform provi-
sions reported by the Labor and Human Resources Committee. Of
the three, H.R. 3500 contained the most carefully worked out
reform bill, and the only one that had been the subject of hearings.

The single-employer termination insurance bill, as finally agreed
upon by the Conferees, would raise the premium paid by employers
from $2.60 to $8.50 per participant, and in return, tighten up con-
siderably on the circumstances under which employers could termi-
nate underfunded pension plans with limited liability to the PBGC.
The bill would distinguish between “standard” terminations, where
the employer was not in financial distress, and “distress” termina-
tions where the employer was unlikely to have the assets to meet
their obligations under the plan. In a standard termination, em-
ployers would have to pay all benefit commitments under the plan,
including benefits in excess of the amounts guaranteed by the
PBGC that were vested prior to termination of the plan. In a dis-
tress termination—where a company filed for bankruptcy, or would
clearly go out of business unless the plan was terminated, or where
the cost of the pension had become unreasonably burdensome—em-
ployers would be liable to the PBGC only up to 75 percent of the
underfunding in the plan. In addition, employers in a distress ter-
mination would be liable for a portion of the amount of vested ben-
efits in excess of the PBGC’s guarantees—generally 75 percent of
the amount owed, but not more than 15 percent of the plan’s total
benefit commitments. Employers would pay only 50 percent of the
amount owed to either the PBGC or participants in years with no
profits. In corporate transactions intended to avoid liability for an
underfunded pension—within 5 years of termination—the compa-
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Fy’sl controlled group at the time of the termination would remain
iable.

This bill would substantially improve the PBGC’s claim on com-
pany assets and prevent some of the “dumping” of unfunded liabil-
ities on the PBGC. Although its future is at this time uncertain, it
appears likely that some form of single-employer termination in-
surance legislation will be enacted in the 99th Congress.

* (E) PENSION REVERSION LEGISLATION

Three bills were introduced in 1985 aimed at blocking the termi-
nation of overfunded pension plans for the purpose of reclaiming
surplus assets. In addition, Senator Metzenbaum succeeded in
adding an amendment to the Consolidated Omnibus Budget Recon-
ciliation Act (COBRA) that would, if reconcilation is enacted, delay
the processing of asset reversion cases pending or filed before
March 1. Finally, the tax reform bill—H.R. 3838—passed by the
House in December contained a 15 percent excise tax on plan re-
versions.

Two of the three bills introduced in 1985 called for a 3-month
moratorium on terminations of overfunded plans. S. 1532 intro-
duced by Senator Metzenbaum and H.R. 3121 by Representative
Roybal—both on July 30, 1985, would prohibit the Secretary of the
Treasury from issuing a determination with respect to continuing
qualification of a retirement plan and would prohibit the PBGC
from issuing a notice of sufficiency for terminations involving a re-
version of more than $1 million for a period of 9 months beginning
June 12, 1985.

The third bill, the Plan Termination and Reversion Control Act
of 1985, introduced on June 6 by Representative Roybal, would pre-
vent employers from recovering the surplus assets through termi-
nation of a pension plan unless the termination was caused by a
business necessity. Employers terminating a plan for other reasons
would have to ratably distribute the plan assets to workers within
5 years of retirement and retirees. In all cases, a 10-percent excise
tax would be imposed on assets recovered by the employer. Employ-
ers providing successor plans after a business necessity termination
must provide comparable benefits in the successor plan.

Senator Metzenbaum succeeded in getting a shorter moratorium
on terminations of overfunded plans included in the Reconciliation
bill (COBRA). Reconciliation also included the requirement that
the Secretary of Labor complete a study of plan asset reversions by
February 1986. To date, the Department has convened a task force
of the Advisory Council on ERISA to review the reversion issue
and comment upon its effects on pension plan beneficiaries and
recommend statutory changes.

An additional approach to responding to plan asset reversions is
to place an excise tax on the reversion to recapture the tax advan-
tages the employer had realized in building up the trust tax-free.
The Treasury Department recommended in their November 1984
proposal to the President on tax reform that the Congress levy a 10
percent excise tax on reversions. The tax reform bill passed by the
House in December included a 15 percent excise tax. This proposal
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is ngv8v6before the Senate Finance Committee and will be considered
in 1986.

This year also saw the first legal challenge to the PBGC’s author-
ity to withhold notices of sufficiency. The case centered around IN-
TERCO, Inc., selling off most of the assets of its subsidiary P.N.
Hirsch & Co., a junior department store chain, late in 1983. IN-
TERCO engaged in a spinoff termination by transferring all Hirsch
plan active participants into a new plan. This was done 12 days
after INTERCO filed to terminate the Hirsch plan. The failure to
vest the active participants and purchase annuities for their bene-
fits eventually led the PBGC to reject the termination. Had the
spinoff been approved, INTERCO could have reverted approximate-
ly $3.5 million from the $11.4 million plan. PBGC sought an exten-
sion of its 90-day statutory review period in August 1984. IN-
TERCO refused and filed suit against PBGC, trying to force them
to issue a notice of sufficiency.

Judge Nangle ruled that the PBGC has the authority to withhold
notices of sufficiency in order to enforce ERISA. “If this court
denied the PBGC the ability to order INTERCO to take certain
steps to accomplish a valid spinoff, clearly the intent of Congress
would be frustrated,” he said.

There exists a possibility that the legality of the guidelines may
be directly addressed in 1986 should a lawsuit challenging the
United Air Lines pilot’s plan spinoff/termination proceed to litiga-
tion. As of mid-February 1986, negotiations were continuing in an
effort to avoid costly litigation.

4. PrROGNOSIS

Many of the pension issues that commanded attention in 1985
remain unresolved at the end of the year. Legislation to raise
PBGC premiums and reform the single-employer termination in-
surance has been approved by House and Senate conferees, but has
been stalled by the failure of the Congress to take final action on
the Comprehensive Omnibus Budget Reconciliation Act of 1985.
The worsening financial condition of the single-employer insurance
program, and the increasing probability that large under-funded
pension plans will dump on the PBGC, makes the passage of
reform legislation more important than ever before. Sometime
during 1986, the Congress will have to consider passing either the
full budget reconciliation bill, or acting separately on the pension
reform provisions of the bill.

The pension changes proposed as part of the effort to reform the
tax code will dominate the pension aganda in 1986. Tax reform will
most likely be considered by the Senate Finance Committee some-
time during the Spring of 1986. In the context of a massive effort to
improve the fairness and simplicity of the tax code generally, the
committee will have to focus on the issue of whether to adopt re-
tirement income policy to improve the delivery of pension benefits,
or whether to simply modify some pension features to making the
distribution of tax benefits fairer. To the extent that tax reform
does not address broader retirement policy concerns, there will be
increasing congressional attention in the coming years to the prob-
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lem of improving the delivery of pension benefits to lower and
middle income and, particularly, to mobile workers.

In the more distant future the Congress may have to address
growing concerns about pension funding. Terminations of defined
benefit plans to recapture excess plan assets are on the rise, and
several groups, including the Department of Labor, plan to issue
recommendations for legislation in this area in 1986. In addition,
there is increasing attention to the industry of pension fund man-
agers that ERISA spawned and to the effect of investment prac-
tices on the adequacy of pension. These concerns could well prompt
some congressional attention on pension investment in the coming
years.

B. STATE AND LOCAL PUBLIC EMPLOYEE PENSION PLANS

1. BACKGROUND

State and local pension plans were intentionally left outside the
ambit of ERISA in 1974, despite the fact that many had and still
suffer from financing difficulties due to large unfunded liabilities
and offer less protection of participants’ benefits than federally reg-
ulated private plans. Although some unions representing State and
municipal employees have from the beginning supported the appli-
cation of ERISA-like standards to these plans, opposition from local
officials and interest groups have thus far successfully counteract-
ed these efforts arguing that the extension of such standards would
be an unwarranted—and unconstitutional—interference with the
right of State and local governments to set the terms and condi-
tions of employment for their workers.

State and local plans cover 11.4 million active and 3.1 million re-
tired participants in more than 6,600 plans. Trust fund assets
exceed $290 billion, and pay benefits amounting to $19.8 billion an-
nually. Over 80 percent of these plans have fewer than 100 active
members, but the largest 6 percent of plans cover about 35 percent
of active membership. Nearly three-quarters of the State and local
plans provide coverage under Social Security. Most do not integrate
Social Security and pension benefits.

2. IssuEs

(A) FEDERAL REGULATION

The issue of Federal regulation of public pension plans has
changed little in the past 10 years. At that time, Government re-
tirement plans were exempted from the major provisions of ERISA
to allow more time to determine whether Federal minimum stand-
ards were needed. In addition, states has argued that it would be
contrary to the U.S. Constitution for the Federal Government to
regulate the States in this manner. A joint task force by several
congressional committees reporting on public employee retirement
systems 4 years later in March 1978, concluded that State and local
plans were often deficient in respect to funding, disclosure, and
benefit adequacy.

The 1978 Task Force report found that Government retirement
plans at all levels, but particularly smaller plans, were frequently
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not operated in accordance with generally accepted financial and
accounting procedures applicable to private plans and other finan-
cial enterprises. There was a general lack of consistent standards
of conduct, open opportunities for conflict-in-interest transactions,
and frequent poor plan investment performance. Because many
plans were not funded on the basis of sound actuarial principles
and assumptions, potentially inadequate yearly contributions to
fund future benefits put many participants at risk of losing bene-
fits altogether. Lack of standardized and effective disclosure cre-
ated a significant potential for abuse due to the lack of independ-
ent and external review of plan operations. Finally, although most
plans effectively met ERISA minimum participation and benefit ac-
crual standards, two of every three plans—covering 20 percent of
ple:in participants—did not meet ERISA’s minimum vesting stand-
ard.

It has become clear that there is variation and uncertainty in
the interpretation and application of provisions pertaining to State
and local retirement plans, including the antidiscrimination and
tax qualification requirements of the Internal Revenue Code. While
most administrators seem to follow the broad outlines of ERISA
benefit standards, they are not required to do so. Recent studies
suggest that the growth rate of public funds is outstripping the
growth rate of private plans as public fund administators move ag-
gressively to fund unfunded liabilities. The sheer size of the invest-
met:it funds suggests that a dependable Federal standard would be
prudent.

The need for improved standards has not obscured the latent
constitutional question posed by Federal regulation, however. In
National League of Cities v. Usery,! the U.S. Supreme Court held
that extension of Federal wage and maximum hour standards to
State and local employees was an unconstitutional interference
with State sovereignty reserved under the 10th amendment. State
and local governments have argued that any extension of ERISA
standards would be subject to court challenge on similar grounds.
The Supreme Court’s decision in 1985 in Garcia v. San Antonio
Metropolitan Transit Authority,® overruling National League of
Cities has largely resolved this issue in favor of Federal regulation.

Perhaps in part because of the lingering question of constitution-
ality, the focus of Congress has been fixed on regulation of public
pensions in respect to financial disclosure only. Some experts have
testified that much of what is wrong with State and local pension
plans could be cleared by the “fresh air” of disclosure.

(B) SOCIAL INVESTMENT: SOUTH AFRICAN DIVESTMENT

State and local pension plans are vulnerable to local politics. At
issue, this year as last, was the continued investment of pension
assets in companies which do business in South Africa. About half
of the Fortune 500 companies that are favorite blue chip invest-
ments for public and private plans fit this description. Action
taken by State and local governments has ranged from full divest-

1 426 U.S. 833 (1979)
283 L. Ed. 2d 1016, 53 U.S.L.W. 4135 (1985)
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ment of holdings in South Africa related banks or companies, to di-
vestment of holdings only in companies which do not strongly
adhere to the so-called “Sullivan Principles,” or to “no new invest-
ment” policies. Some estimates have put total American invest-
ment in South Africa as high as $14 billion.

Generally speaking, pension trusts are subject to a prudent in-
vestment standard. Plan managers have an obligation to seek the
best possible combination of risk and return, maximizing income
for the sole benefit of trust beneficiaries. The issue is whether it is
possible to meet this obligation while excluding many high-yield
stocks from the pool of potential investments. A further complica-
tion which arises in the case of State and local plans. Here the
fund is an instrumentality of the State or local government, and
must be responsive to the citizens’ desire to pursue particular
social policy goals.

The passage of local initiatives to ban investment in South
Africa raise serious questions in terms of the balancing of the
fund’s obligations to its participants and to the public. There is a
strong argument that it might be prudent to divest African hold-
ings before its economy deteriorates and would be sellers have no
buyers. Yet, if a pension fund is forced to liquidate its portfolio at
an inopportune time it could cost taxpayers millions of dollars in
lost asset earnings. These shortfalls would have to be made up
from general revenues.

3. LEGISLATION

(A) REPORTING AND DISCLOSURE; PEPPRA

As in the 98th Congress, the Public Employee Pension and Ac-
countability Act [PEPPRA] was introduced in the House of Repre-
sentatives, and in two bills on the same day; H.R. 3126, introduced
by Representative Clay, and H.R. 3127, introduced by Representa-
tive Roukema. H.R. 3127 contains the same provisions as found in
H.R. 3126, but includes an additional title amending the Internal
Revenue Code to exempt State and local plans from certain present
Code requirements. Neither bill has progressed past subcommittee
consideration. Essentially the same legislation has been before the
Congress since 1982.

PEPPRA would require disclosure and reporting of financial and
other information to participants and their representative organi-
zations, Government officials, taxpayers, and the general public. It
establishes fiduciary standards for plan managers and trustees and
provides appropriate civil remedies, sanctions, and access to Feder-
al courts to participants and beneficiaries. H.R. 3127 would, in ad-
dition, clarify the application of the Internal Revenue Code to
public plans and extend the tax benefits of qualified plan status to
such plans and to their participants.

The reporting and disclosure provisions would require that par-
ticipants be furnished a summary plan description written in a
manner calculated to be understood by the average plan partici-
pant. The administrator of each public employee pension benefit
plan would also be required to publish and make available an
annual report providing financial data and information on the
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plan’s funding policy. The financial statements: would have to be
audited by an independent qualified public accountant, and an ac-
tuarial valuation would have to be made a least once every 3 years.
The Federal reporting and disclosure requirements would not apply
in States where the Governor certifies that the law of the State
sets substantially equal requirements.

Pension plan fiduciaries who exercise authority or control over
the administration, management, or investment of plan assets
would be required to carry out their functions solely in the inter-
ests of the participants and beneficiaries. Fiduciaries would be per-
sonally liable for any losses associated with a breach of fiduciary
duty. They would be required to be bonded, follow a “prudent
person rule,” and diversify investments to minimize the risk of
large losses. A fiduciary could not deal with plan assets for his own
account or engage in certain transactions with a “party in inter-
est” unless for “adequate consideration.” However, the Secretary of
Labor may grant an exception upon a finding that the party-in-in-
terest transaction is administratively feasible and the interests of
plan participants are protected.

The Secretary of Labor and the attorney general of a State would
have investigative authority to determine whether any person has
violated the law. An Advisory Council on Governmental Plans
would be established, although with limited powers and resources,
to monitor the implementation of the law and to submit a report of
its findings and recommendations to the President and Congress.

(B) DISINVESTMENT

On the local level, the movement for divestment picked up steam
in 1985, partly in response to increased media and congressional at-
tention to the public outery against South Africa’s apartheid poli-
cies. This year 9 additional States have enacted some kind of con-
straint on investments relating to South Africa, raising the total to
13. An additional 21 States have some legislation pending. Forty-
one municipalities and 4 county governments have also limited in-
vestment, 33 in the past year. Advocates of divestment claim that
restrictions now apply to State holdings worth at least $3.8 billion.

4. PROGNOSIS

Some observers have suggested that the sheer size of the public
fund asset pool will lead to its inevitable regulation in the near
future. Critics of this position generally believe that the diversity
of plan design and regulation is necessary to meet divergent prior-
ities of different localities and is the strength, not weakness, of
what is collectively referred to as the State and local pension
system. While State and local governments have consistently op-
posed Federal action, increased pressures to improve investment
performance  coupled with ‘the call for responsible ‘“‘social”’ invest:-
ment may lessen some of the opposition of State and local plan ad-
ministrators to some degree of Federal regulation. The current leg-
islation’s exemption from disclosure requirements for States with
“substantially equivalent” disclosure statutes could be the key to
melting opposition altogether.
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C. FEDERAL CIVIL SERVICE RETIREMENT

1. BACKGROUND

The Civil Service Retirement System (CSRS) is the staff retire-
ment plan for more than 2.7 million Federal civilian employees,
hired before January 1, 1984. In 1985, it paid benefits to 1.3 million
retirees and 500,000 survivor annuitants. It is a management tool
designed to attract and retain qualified personnel while providing a
measure of financial security to employees who have completed
their careers or are unable to perform their duties.

CSRS provides vested benefits after 5 years of service, equal to a
percentage of the participant’s high 3 years of pay. The percentage
is determined by multiplying the retiree’s years of service by a
multiple of 1.5 percent for the first 5 years of service, 1.75 percent
for the next 5 years, and 2 percent for all years of service thereaf-
ter. Participants are entitled to unreduced benefits at age 55, pro-
vided they have completed 30 years of service, and no later than
age 62 so long as they have 5 years of service. Benefits have been
fully indexed for increases in the Consumer Price Index (CPI) since
1962. Participants contribute roughly 7 percent of their salary
toward CSRS. :

The rapidly rising Federal deficit and concern over Federal per-
sonnel costs has led to a call for cuts in CSRS over the past decade,
when rapid rises in the CPI drove up program costs. Inclusion of
new Federal employees in Social Security subject to the Social Se-
curity Amendments of 1983 touched off a period of significant
change for the CSRS. It created a need and an opportunity for the
Congress to re-examine the overall structure of Federal employee
compensation. Congressional committees charged with the task of
designing a new pension plan initiated a lengthy study process, de-
ferring the introduction of legislation until 1985.

2. IssuEs

(A) COST

Substantial criticism has been directed at the cost of the CSRS
program. Total payments from the CSRS trust fund have tripled, in
current dollars over the last decade. At the same time, the propor-
tion of this cost paid by the Government has increased from 65 per-
cent in 1975 to an estimate in excess of 80 percent in 1985.

The total employer cost of the CSRS is 25 percent of payroll, 5 to
8 percent more than the cost of a typical private sector plan, even
including employer contributions to Social Security. The design of
the CSRS includes a number of features which are costly relative
to private sector plans. First, the system encourages early retire-
ment of participants by providing unreduced benefits as early as
age 55. Second, benefits have been fully indexed for inflation. Be-
cause Federal employee wages are more than 20 percent below
those of comparable private sector employees and have not kept up
with inflation, these features in combination have encouraged
early retirement. Finally, the salary base for benefits is the aver-
age of the employee’s high 3 years of compensation, a shorter aver-
aging period than is prevalent in private sector plans.
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In recent years, the most costly CSRS feature has been its
method for adjusting benefits for inflation. According to a 1980
study, each 1 percent COLA increases long-term plan costs by 10
percent; as inflation increases, plan costs rise at ever-escalating
rates. If inflation is 6 percent, a COLA will double the costs of
CSRS over what it would be if none were paid. Private pension
plans usually adjust pensions for the cost of living on an ad hoc
basis, generally limited to 3 or 4 percent a year. The only retire-
ment benefit most private employees receive that is fully indexed
is Social Security. Likewise, full private pension and Social Securi-
ty benefits are generally available only at age 65 and are actuarial-
ly reduced if taken at earlier ages.

(B) ADEQUACY

While CSRS provides greater benefits for full career workers
than a typical private pension plan, it provides relatively poor ben-
efits to many more mobile civil service employees who leave before
retirement. The Office of Personnel Management (OPM) estimates
that 62 percent of all Federal employees participating in CSRS will
receive no benefits. In all, two-thirds of benefits paid go to one-
fourth of Federal employees. Employees must work 5 years to
become vested and must work 10 years before the benefit formula
begins crediting at full rates. Those who leave after vesting may
choose to withdraw their own contributions instead of qualifying
for benefits, but they lose the value of the Government’s share. On
the other hand, participants who leave their contributions draw
benefits tied to their salary at the time they left Federal service,
which can be quite low.

In addition, Federal retirees are potentially disadvantaged rela-
tive to other retirees by their lack of coverage under Social Securi-
ty. Until recently, Federal employees have not been covered under
Social Security during their tenure with the Government. Thus,
they do not benefit from the portability of Social Security, nor its
proportionately higher replacement rates for lower income partici-
pants. CSRS provides benefits based strictly on rate of pay and
years of service.

Enactment of Social Security coverage for new employees in the
Social Security Amendments of 1983 has lead to a redesign of the
Federal retirement system. Social Security coverage for Federal
employees had long been proposed by pension experts as a way to
improve their retirement income while simultaneously improving
the financial condition of the Social Security trust funds. The fun-
damental goal of policymakers has been to craft a retirement
system which will encourage the growth of the type of Federal ci-
vilian workforce which best serves the Government’s needs.

There are essentially two schools of thought as to the desirable
workforce profile. Some argue that the American public is best
served by a staff of experienced career employees. For these ana-
lysts the key issue in reform of the CSRS is to revise the incentives
to retirees to retire as soon as they are eligible for benefits. While
the deficiency in Federal wages is beyond the scope of CSRS
reform, post-retirement COLA’s and the immediate availability of
unreduced benefits are often viewed as a starting point in remov-
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ing incentives to retire early. A second group of critics argues that
the Federal Government should attract more mobile workers from
the private sector who do not plan on a full career of service in the
Federal Government. In order to attract this type of worker, the
fF_‘ederal retirement system should allow greater portability of bene-
its.

(C) MAJOR DESIGN OPTIONS

System design and system cost are two separate issues. Yet,
given a desired system cost, numerous benefit structures can be de-
signed to meet that cost. System cost is strictly a function of bene-
fit generosity; the system design provides the structure through
which those benefits are provided. Furthermore, within any benefit
configuration, specific features can be designed so that the cost of
any advantages could be spread over the entire participant popula-
tion or could be structured as a trade-off: more of one benefit can
be provided by scaling down the generosity of another, or a specific
category of beneficiary can be made to bear the cost of special ben-
efits received by that group.

Pension plans are divided into two basic types—defined benefit
plans and defined contribution plans. A defined benefit plan has a
definite formula for determining the amount of retirement benefit.
A defined contribution plan, on the other hand, is essentially a sav-
ings plan that contributes an amount equal to a certain percentage
of the employee’s earnings each year. According to the Department
of Labor, 69 percent of employees covered by pension plans are cov-
ered by defined benefit plans, but 72 percent of the plans are de-
fined contribution plans. Most large employers provide defined ben-
efit plans for their employees. The advantage of defined benefit
plans to employees is the predictability of the benefit which will be
received from the plan. The current CSRS is a defined benefit plan.

One issue in the design of the new Federal pension plan is the
extent of employee involvement in paying for the cost of the plan.
Civil Service employees currently contribute between 7 and 8 per-
cent of their salary to CSRS, equal to about one-fifth the cost of the
system when valued using assumptions that take into consideration
future wage growth and inflation. Most private sector employees,
on the other hand, do not contribute to their pension system.
Should the new system be contributory or noncontributory, and if
the former, what part of the total cost of the plan should be paid
by employees?

" “In addition, whether to retain full automatic COLA’s in the de-
fined benefit component of the new Federal retirement system is
an important question. Some analysts regard COLA protection as a
bulwark against erosion of their benefits by inflation. However,
this provision represents one of the single most costly features of
the current.design. Opponents of this provision argue that full in-
flation protection. is- rarely provided in the private sector. Since,
like private-sector employees, new Federal retirees will receive
Social Security benefits which are indexed for inflation it has been
suggested-that partial COLA’s, or COLA’s for only certain.classes .
of retirees (those over 65 or disabled) might be preferable in the

new system.. . @ -t
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Another design issue is how to coordinate Social Security bene-
fits with the annuity provided by the Federal pension plan. Benefit
adequacy is commonly measured in terms of the “replacement
rate” provided by the annuity—that is, the ratio of the dollar value
of retirement benefits to preretirement income. The President’s
Commission on Pension Policy estimated in 1981 that rates ranging
between 51 to 86 percent would allow retirees to maintain their
pre-retirement standard of living.

The current CSRS provides benefits purely on the basis of final
salary, age, and years of service. It therefore provides the same
gross replacement rates for retirees with similar service records. In
conjunction with a progressive income tax, CSRS effectively pro-
vides higher net replacement rates to retirees with higher final
wages.

On the other hand, Social Security is a social insurance program.
It provides benefits to the insured worker or his dependents when
the worker’s income is interrupted by death, disability, or retire-
ment. The program implicitly assumes that these circumstances
cause economic need. Social Security also assumes that low-income
families need a higher replacement rate than do upper income in-
dividuals, and Social Security benefits are substantially “tilted”
toward individuals with low career wages.

There are three basic options for the new Federal retirement
plan to recognize the redistributive aspects of Social Security. The
new system can completely ignore, completely offset, or partially
offset benefits from the retirement system for receipt of Social Se-
curity benefits. Both the first and second options create significant
problems in terms of the system’s manpower goals. If the new Fed-
eral retirement system were to ignore the receipt of benefits, then
replacement rates for lower paid employees would be substantially
higher than those for higher paid employees. Such a reduction
could discourage many experienced personnel from serving in the
Federal Government, particularly since salaries for upper level
civil service jobs are already perceived as being lower than wages
for comparable positions in the private sector. The second option of
a total offset for receipt of Social Security has the virtue of equaliz-
ing the benefits to employes under the new and old Federal retire-
ment system, but it flies in the face of the law for private retire-
ment plans which may not offset 100 percent of the Social Security
benefit. In addition, since a greater proportion of the lower paid
civil service employee’s retirement benefit would come from Social
Security, it would greatly increase the portability of those benefits.
Some analysts have suggested that this could cause higher turnov-
er rates in the lower grades of the civil service.

The third option, a partial offset formula would best meet the
goals of the present retirement system. It would preserve the twin
advantages of Social Security’s benefit tilt and portability to lower
paid workers. For example, a 50-percent offset would result in a $1
reduction in CSRS benefits for each $2 in Social Security benefits.
Under a retirement system using a 50-percent offset, lower income
workers would have significantly higher replacement rates than
similar workers covered by the current CSRS, and higher income
workers would have correspondingly lower replacement rates than
comparably paid workers covered by the current CSRS. Changes in
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retirement income would not be so large, however, as those result-
ing from ignoring receipt of Social Security benefits altogether.

The addition of a voluntary savings vehicle to the Federal retire-
ment system, similar to the thrift and 401(k) plans in the private
sector could ameliorate much of the impact of changes in the CSRS
on higher paid employees, while still providing higher benefits to
lower paid employees. A Voluntary Capital Accumulation [VCA]
plan allows an employee to voluntarily contribute additional
money to the retirement system. The incentive for making these
extra contributions is the deferred payment of income tax on the
contributions until retirement, when the employee’s tax burden is
usually lower. Often employers provide the additional incentive of
a matching contribution for each $1 contributed by the employee.
Because lower paid employees generally have less money for discre-
tionary savings, date from the private sector indicates that they
will participate at lower rates than higher paid employees. This
projected difference in participation rates accounts for the different
effects that VCAs are likely to have on the total retirement income
replacement rates for lower and higher paid employees.

3. LEGISLATION

(A) FISCAL YEAR 1986 BUDGET PROPOSAL

The Reagan administration once again proposed changes in civil
service retirement to reduce its costs and “more closely align bene-
fits for Federal retirees with those for the rest of the Nations’s re-
tirees.” However, none of the administration’s proposals for struc-
tural changes were enacted in large part because the Congress was
nearing completion of its own redesign of the civil service retire-
ment plan. There were eight major cost-cutting proposals:

—No COLA in fiscal year 1986.

—AIll future COLA’s to be based on the lower of the CPI or the

General Schedule salary increase.

—Annuity values above $10,000 would be adjusted by 55 percent

of the COLA.

—Benefits received before age 65 would be reduced by 5 percent

for each year.

—Base the benefit on the highest five years of salary, rather

than highest 3.

—Service credit at retirement would no longer be given for

unused sick leave.

—Certain survivor benefits would be eliminated or restricted to

the eligibility criteria of Social Security.

—Payment to the CSRS trust fund would be increased for the

Postal Service and for the District of Columbia Government.

The administration projected savings of $786 million in fiscal
year 1986, largely a result of the COLA freeze.

In its First Concurrent Budget Resolution (S. Con. Res. 32), the
Senate Budget Committee proposed to place a l-year freeze on
COLA’s, limit post-1986 COLA’s to the CPI minus 2 percent, in-
crease the employee contribution to 9 percent in 1987, and accepted
the administration’s proposal regarding Postal Service and District
of Columbia payments. Overall savings from these provisions was
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estimated at $361 million. The full Senate accepted the COLA
freeze, increased contribution, and Postal Service payment provi-
sions. It also added in the change in survivor benefits, as proposed
by the administration and mandated another $2 to $3 billion in
other unspecified savings to be determined by the Governmental
Affairs Committee. However, the House and Senate agreed to drop
the Senate’s changes for CSRS, leaving the CSRS unaffected by the
budget resolution which was finally passed on August 1.

(B) THE GRAMM-RUDMAN-HOLLINGS ACT (PUBLIC LAW 99-177)

Civil Service Retirement COLA’s were eliminated in fiscal year
1986, however, under the provisions of the Balanced Budget and
Emergency Deficit Control Act, commonly known as Gramm-
Rudman. Gramm-Rudman created two categories of programs
which receive automatic COLA’s; those for which COLA’s would
automatically be suspended in the event the Government failed to
meet its deficit reduction targets, and those which would be exempt
from cuts. The CSRS (as well as the military retirement plan) was
not exempted, and Gramm-Rudman further called for an immedi-
ate suspension of the 3.1 percent COLA scheduled for both civilian
and military retirees in January of 1986. For an average civil serv-
ice retiree receiving a monthly benefit of $1,119, this results in a
loss of $34 per month. The total savings in fiscal year 1986 to the
Federal Government because of the cancellation of the COLA for
civil service retirees is $536.7 million.

For fiscal years 1987 to 1991, COLA’s that would otherwise be
payable in nonexempt programs after the first day of the fiscal
year will be suspended until the effective date of the President’s
final order (October 15). They would be permanently cancelled for
the fiscal year unless the order specifies that the budget targets
will be met for that year without reducing or canceling them.
Gramm-Rudman specifies that automatic spending increases be
suspended as the first step toward budget reduction, to be followed
by reductions in other programs as needed to meet the budget
target levels. No more than 50 percent of the target reduction can
be achieved through the suspension or reduction of COLA’s. Some
analyses have suggested that if Gramm-Rudman continues to oper-
ate through 1991 to cancel retirees’ COLA’s, the purchase power of
their benefits will be reduced by nearly one-quarter of their
present value.

(C) REDESIGN: THE FEDERAL RETIREMENT SYSTEM [FRS]

Differing resolution of key plan design issues such as mobility of
the workforce and portability of benefits, age of retirement, and in-
dexing of benefits has culminated in two distinct alternatives by
the separate Houses. Although the transitional plan for employees
hired after January 1, 1984, was due to expire on January 1, 1986,
the Conference Committee was unable to resolve the differences be-
tween the two bills prior to the end of the session. The Congress
extended the deadline to April 1986 for enacting a replacement
plan for Federal workers hired after January 1, 1984.

While interest in reducing the cost of Federal retirement
through the new plan has receded somewhat, cost remains a key



74

difference between the Senate and House proposals. While the
Senate bill, S. 1527 reduces the cost of the program to 21.9 percent
of payroll, by most estimates the House proposal, H.R. 3660, keeps
cost the same, or increases them slightly to 25.4 percent of payroll.
None-the-less, the basic design of both bills is the similar. They
would combine Social Security, a defined benefit plan, and a volun-
tary capital accumulation (VCA) plan. In both proposals, full par-
ticipation in the VCA is necessary to raise retirement benefits to or
above current law levels.

(1) The Senate Bill: S. 1527

The Senate FRS proposal, by comparison with the House propos-
al, makes more significant changes in the design of the basic de-
fined benefit plan. In recognition of the diversity and size of the
Federal workforce, S. 1527 offers two different retirement plans.
Employees must elect which plan they wish to participate within
60 days of beginning Federal service. Certain changes pertain to
both options. The base pay upon which accruals are based is the
average of the employee’s highest 5 years of compensation. The
COLA provisions are less generous than those under current law.

In Option A, the basic annuity is fully paid for by the Govern-
ment and provides an annual accrual rate of 0.9 percent per year
of service for the first 15 years of service, and 1.1 percent for the
remainder. Unreduced benefits are available at age 62. Benefits are
also available at age 55 with 30 years of service, but are subject to
a 2 percent reduction for each year under 62. An employee’s de-
fined benefit is adjusted annually for inflation, after retirement be-
ginning at age 62. The annual adjustment is equal to the increase
in the CPI minus 2 points from age 62 to age 67, and 100 percent of
the CPI at age 67 and above. Finally, Option A includes a VCA in
which the Government matches dollar for dollar, the first 5 percent
of an employee’s salary contributions. The employee may contrib-
ute an additional 5 percent of his salary tax-free.

Option B requires employees to contribute to the defined benefit
plan the difference between the normal CSRS contribution (7 per-
cent) and the OASDI tax. This means that employees contribute 7
percent on any salary in excess of the Social Security wage base,
but only a nominal amount on salary up to the wage base (1.3 per-
cent in 1986). The match on the VCA plan is different from Option
A in that the first 1 percent of salary is matched dollar for dollar,
percentage points 2 and 3 are matched at 50 cents on a dollar, and
percentage points 4 through 6 are matched at 25 cents on a dollar.
In turn, an employee can retire at age 55 with 30 years of service
with unreduced benefits from the defined benefit plan. Post-retire-
ment inflation protection on the defined benefit plan is CPI minus
2 points for retirement under age 62, with a COLA equal to the in-
crease in the CPI beginning at age 62 and above.

In essence, S. 1527 provides a degree of career flexibility to Fed-
eral workers not currently available under the CSRS. Option A
contains more flexibility and portability than Option B through a
richer VCA plan. Option B contains more security with a richer,
inflation-protected defined-benefit plan. Both options ‘back-load”
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accurals under the defined-benefit plan, substantially favoring full-
career employees.

(2) The House Bill: H.R. 3660

For the average employee retiring after a full career with the
Government, the combined benefits provided under this proposal
are similar to the benefits of the CSRS. However, because of the
distribution of Social Security benefits, lower paid employees re-
ceive somewhat more than under the CSRS, and higher paid em-
ployees, somewhat less.

In general, the FRS defined benefit component provides retire-
ment benefits of 1 percent of high-three average salary for each
year of service for most Federal employees. The House would con-
tinue to make retirees eligible for full retirement benefits at age 55
with 30 years of service, age 60 with 20 years of service, or age 62
with 5 years of service. In addition, it would provide a supplement
to employees retiring before they are eligible to receive Social Se-
curity. Benefits would be fully indexed for inflation. At a cost of
approximately 10 percent of the employee’s projected annuity, the
FRS would provide survivor benefits to spouses of deceased employ-
ees equal to 50 percent of their earned annuity, and would provide
supplemental benefits to survivors who do not receive benefits from
Social Security. The employee must contribute 7 percent of his
salary, minus the percentage he contributes for OASDI (currently
5.7 percent), to the FRS. The VCA plan suggested by the House
version would match the employee’s savings 50 cents for every
dollar contributed up to 6 percent of salary. It would allow the em-
ployee to contribute another 4 percent tax-free.

4. PROGNOSIS

Passage of a final package appears inevitable in early 1986. The
House and Senate bills are very similar, yet Gramm-Rudman has
created a climate in which cost factors are likely to play a larger
role than previously anticipated. Resolution of the differences be-
tween the House and Senate versions of the new Federal retire-
ment system also seems dependent in part on the shape of retire-
ment income proposals being considered as part of tax reform.
There has been a perceptable push, particularly from the adminis-
tration, to redesign the Federal system to more closely resemble
the best of private sector plans. Both the House and Senate bills
largely accomplish this goal, but at substantially higher percent-
ages of payroll than the administration has set as its goal. It re-
mains to be seen how many of the myriad of objectives of redesign
can be accomplished.

D. MILITARY RETIREMENT

1. BACKGROUND

The military retirement system has remained almost entirely
intact since World War II due to a vocal and effective lobby of par-
ticipants and those who administer the program. Three types of
benefits are provided under the system: Standard retirement bene-
fits, disability retirement benefits, and survivor benefits under the
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Survivor Benefit Program (SBP). With the exception of the SBP, all
benefits are paid by contributions from the employing branch of
the armed service, without contributions by the participants. A
participant’s retirement benefit is based on a percentage of his
high 3 years of basic pay, determined by multiplying years of serv-
ice by a multiple of 2.5. In no case does a retiree receive more than
75 percent of basic pay in retirement and since no vesting occurs
until after 20 years of service, a retiree receives a minimum of 50
percent of basic pay. The benefit is payable immediately upon re-
tirement from military service, regardless of age and without
taking into account other sources of income which the retiree may
earn or receive from other sources. By statute all benefits are fully
indexed for changes in the Consumer Price Index (CPI).

2. IsSUEsS

The military retirement system has been highlighted by numer-
ous commissions and the media as an unnecessarily expensive re-
tirement program. Escalating costs are compounded by the public
perception that the military retirement program provides benefits
that are too generous at too early an age. Most participants are eli-
gible to and to retire in their early 40’s and 50’s, with a benefit
equal to half of their basic pay.

The temptation to compare military pensions to those found in
the private sector solely on the basis of economic factors is difficult
to avoid, especially absent any immediate threat of war. The pivot-
al issue, in evaluating the military retirement system however, is
not cost, but the goals of the system. Despite general agreement
among military manpower analysts, the office of the Secretary of
Defense, and nonmilitary observers concerning the need for major
structural change in military retirement, recent analyses have not
adequately reflected a change in the basic manpower model which
was in place when the military retirement system was developed in
the years following World War II

Approximately 1.5 million retired officers, enlisted personnel,
and the beneficiaries will receive nearly $18.4 billion in annuity
payments in 1986. At current rates of growth, this expenditure is
expected to reach $45 billion annually by the end of the century.

(A) COST

Since 1969, 10 separate studies have recommended changes to
reduce the system’s cost, but no comprehensive legislation has re-
sulted. In particular, four identifiable features of the military re-
tirement system greatly contribute to its cost. First, full benefits
begin immediately upon retirement—sometimes as early as age 38
or 40, and continue until the death of the participant. Second, mili-
tary retirement benefits are fully indexed for inflation, although
COLA’s have recently been delayed on several occasions when they
were also delayed for other Federal retirees. Third, the system is
basically non-contributory, although in order to provide survivor
protection, the participant must make some contribution. Finally,
military retirement benefits are not integrated with Social Security
benefits.



17

Supporters of the current military retirement scheme have iden-
tified several characteristics arguably unique to military life which
they feel justify relatively more liberal benefits to military retirees
than other Federal retirees. All retired personnel are subject to in-
voluntary recall in the event of a national emergency; retirement
pay is ostensibly part compensation for this exigency. Military
service has been seen to place special demands on military person-
nel, including higher levels of stress and danger, and more fre-
quent separation from family, than civilian service. Finally, the
current benefit structure provides a significant incentive for older
personnel to leave the service in order to maintain “youth and
vigor” in the armed services. In this respect it has been largely suc-
cessful. Almost 90 percent of military retirees are under age 65, 50
percent under the age of 50. The average aggregate benefits which
glr%gee in 1985 received from the military retirement system was

Military retirement is fully indexed for inflation, a feature which
retirees have traditionally considered central to the adequacy of re-
tirement benefits. It has also been the object of most deficit reduc-
tion measures in recent years along with the COLA for other Fed-
eral retirees.

Military personnel do not contribute to their retirement benefits,
though they do pay Social Security taxes and offset a certain
amount of their pay to participate in the Survivor Benefit Pro-
gram. Only a small minority of the studies conducted in the past
decade have recommended contributions by individuals. This has
two consequences. For employees, they have no employee contribu-
tions to take with them if they leave before vesting in a retirement
benefit, as do Federal employees for example. For taxpayers, a
small but significant source of revenue to fund the program is fore-
gone.

Finally, since the institution of Social Security coverage for mili-
tary personnel in 1956, military retirement-benefits have been paid
without any offset for Social Security. Taking into account the fre-
quency with which military personnel in their middle forties retire
after 20 years of service, it is not unusual to find them retiring
from a second career with a pension from their private employ-
ment, along with their military retirement, and a full Social Secu-
rity benefit. This has resulted in some former armed services per-
sonnel receiving as much as 90 percent of their basic pay. Failure
to integrate military retirement benefits with Social Security gen-
erally adds to the perception that it is an overly generous system.

(B) RETIREMENT ADEQUACY

The debate over military retirement has not focused merely on
the enormous cost of this system, but as well on the system’s ade-
quacy at providing retirement income to those men and women
who serve in the Armed Forces. Several recent studies of the mili-
tary retirement system have suggested that the 20-year service re-
quirement is unfair to the majority of military personnel. Nearly
65 percent of officers and 90 percent of enlisted personnel leave
before completing the requisite 20 years of service. It has been sug-
gested that this design is likely to prolong the careers of marginal
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military personnel beyond their usefulness, while simultaneously
providing an incentive for highly skilled and experienced personnel
to leave the Armed Forces for second careers as soon as they com-
plete 20 years of service, in order to capitalize on private sector em-
ployment opportunities—and pensions. In the end, the result is a
system which pays relatively high benefits to a disproportionately
high number of officers when compared to the composition of the
military as a whole.

Commentators have periodically called for shorter vesting sched-
ules, comparable to those required for private plans under ERISA,
or for other Federal service jobs. Some military manpower experts
have argued that such a change would adversely impact the ability
to maintain “youth and vigor” in the military workforce. On the
other hand, some military manpower analysts argue that the need
for youth and vigor is overstated in view of new technologies which
put a premium on technical skills rather than physical endurance.

3. LEGISLATION

(A) THE DEFENSE AUTHORIZATION ACT (PUBLIC LAW 99-145)

As in previous years, the cost of the military retirement system
has driven debate over substantive reform. Despite the attention
given to the year old Fifth Quadrennial Review of Military Com-
pensation, legislators in both Houses declined to engage in an over-
haul of the system. Instead, the Congress opted for a provision on
the Defense Authorization Act which mandated a $2.9 billion re-
duction in the total expenditure for military compensation and re-
tirement.

Initially, the Senate called for a 10 percent reduction or a $1.8
billion reduction in the accrual charge—the annual contribution by
the defense Department—via structural changes in the program
which would be applicable to new entrants only. It also called for a
report by the Department of Defense on the impact of changes in
retirement, compensation, or personnel programs that would be
necessary to achieve savings equal to a 20 percent and a 30 percent
reduction in the accrual charge.

The House amendment contained provisions directing the Secre-
tary of Defense to reduce the accrual charge for nondisability re-
tirement by $4 billion—a reduction of 22 percent—in fiscal year
1986. The House would also apply these structural changes only to
new entrants. House language stressed its desire that these
changes should encourage longer service. The Secretary would be
required to submit a separate report on a transition plan.

In conference, the House and Senate agreed to a ceiling on the
total of basic pay and accrual charge that requires a $2.9 billion
reduction in the accrual charge for the military retirement system,
without affecting the_benefit of those currently retired or serving
in the armed services. The Secretary-of .Defense must submit a
report and -draft legislation proposing two-separate changes. One of
these proposals must not include changes in the COLA’s in retired -
pay, and-each must be sufficient to reach the target reduction. The
Defense Authorization Act also requires that.the Secretary submit
a report describing the changes necessary in retirement, compensa-
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tion, or personnel programs and the impact of such changes on re-
cruiting and retention that would be necessary to achieve savings
equal to $1.8, $2.9, $3,6, $4, and $5.4 billion in accruals for retire-
ment.

Owing to a delay in the passage of the Defense Authorization
Act, the Secretary of Defense was delayed in formally submitting
the required proposals, however, the proposals have been available
informally. As Congress mandated, under Proposal I military retir-
ees would continue to receive COLA’s based on the full annual in-
crease in the Consumer Price Index (CPI). Service members would
continue to be eligible for retirement with an immediately payable
monthly annuity after 20 years of service. However, their retired
pay would be computed as a percentage of the average of their
highest 5 years of basic pay, rather than their highest 3 years (ef-
fective for those joining the service after September 7, 1980). In ad-
dition, under this alternative, retired pay would be computed on
the basis of 2.15 percent of basic pay for each year of service
through 20, and 3.2 percent for each year of service between 20 and
30. A 20-year retiree would therefore receive 43 percent of high 5
basic pay, a 25-year retiree, 59 percent. A 30-year retiree would
continue to receive 75 percent of basic pay, although based on a po-
tentially lower, high 5 computation base.

Proposal II does include a cut in COLA’s. Military retirees would
receive COLA’s based on the annual rise in the CPI minus 1 per-
cent. When the retiree reached the 40th anniversary of his entry
into military service, his retired pay would be recomputed on a
one-shot basis to restore the purchasing power it had at the time of
his initial retirement. Thereafter, COLA’s would continue to be
based on the annual CPI minus 1 percent. This alternative also
proposes a two-tier accrual percentage—2.2 percent for each year of
service through 20, and 3.1 percent for each year thereafter up to a
maximum of 30 years. This results in a 20-year retiree receiving 44
percent of his basic pay, a 25-year retiree receiving 59.5 percent of
his basic pay, and a 30-year retiree, 75 percent of basic pay.

It is difficult to predict which alternative will have appeal to
Congress. Traditionally, the Congress has been more inclined to
change COLA protection than more fundamental aspects of the
military retirement compensation formula. Yet some analysts ob-
serve that, particularly among younger retirees, full inflation pro-
tection of retirement benefits is extremely important, leading to
speculation that participants might be willing to accept the rela-
tively lower initial levels of retired pay resulting from implementa-
tion of a high five computation base in order to retain full COLA’s.

In any case, it is important to note that neither proposal contem-
plates reducing the 20 year service requirement for vesting a pen-
sion benefit, although both packages would theoretically encourage
longer service by raising the multiple for years of service after 20.
Nevertheless, the large numbers of personnel who leave prior to 20
years of service would be left with no retirement income protection
other than Social Security.
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(B) GRAMM-RUDMAN-HOLLINGS

As in the case of the CSRS, Gramm-Rudman did not exempt the
military retirement system. Military retirees scheduled to receive
an average COLA in January 1986 of $34 per month, did not re-
ceive that increase. To the extent that the Congress and President
fail to meet budget targets set in Gramm-Rudman, it is possible
that military retirees and their beneficiaries will not receive
COLA'’s through fiscal year 1991.

4. ProgNoOSIS

To the extent that it deals with military retirement, the Con-
gress will be consumed with considerations of the two cost-cutting
models submitted for its consideration by the Secretary of Defense.
It is important to note that although the Congress has not yet con-
sidered the proposals mandated by the Defense Authorization Act,
its budget appropriation presumes a $2.9 billion reduction in ex-
penditures for fiscal year 1986 which the military retirement plan
will have to absorb in one fashion or another whether the Congress
acts on the Department of Defense’s proposal or not. Following the
relative flurry of activity in military retirement this year, it is un-
likely that 1986 will bring any real action toward a substantive re-
design of the military retirement system. Even with the submission
of the studies as demanded by the Defense Authorization Act of
1986, any reform in the military retirement system must overcome
the well-organized opposition of constituencies which traditionally
do not favor change.

E. RAILROAD RETIREMENT SYSTEM

1. BACKGROUND

The Railroad Retirement system is a federally managed retire-
ment system covering employees in the rail industry, with benefits
and financing coordinated with the Social Security system. The
system was established in 19385, prior to the creation of Social Secu-
rity, and it remains the only federally administered pension pro-
gram for a private industry. It covers hundreds of railroad firms
and distributes retirement and disability benefits to employees,
their spouses, and survivors. Benefits are financed through a com-
bination of employee and employer payments to a trust fund, with
the exception of dual vested or so-called “windfall” benefits, which
are paid for through Federal general revenues from a special ac-
count. Currently, just under 1 million retirees receive Railroad Re-
tirement benefits, and total payments to these beneficiaries
reached almost $6 billion in fiscal year 1985. Rail employment,
which determines the financial status of the Railroad Retirement
system through payroll tax revenues, has now stabilized at level
hovering around 400,000, after dropping precipitously in 1981, 1982,
and early 1983.
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2. IssuEs

(A) THE STRUCTURE OF THE RAILROAD RETIREMENT SYSTEM

The broadest policy issue associated with the railroad retirement
system is simply: Do we still need an independent, publicly admin-
istered railroad pension system? The general structure of the rail-
road retirement system results from its unique development. In
order to understand the major issues facing the railroad retirement
system, it is critical to review this development. In the final quar-
ter of the 19th century, railroad companies were among the largest
in America, and were marked by a high degree of organizational
centralization and integration. The original railroad retirement
system was created in 1934 to provide annuities to retirees based
on rail earnings and length of service.

The Railroad Retirement Act of 1974 fundamentally reorganized
the railroad retirement system, and established the outline of its
present day organization. Most significantly, the legislation created
a two-tier benefit structure in which tier I serves as an equivalent
to Social Security, and tier II parallels a private pension. Tier I
benefits are computed on credits earned in both rail and nonrail
work, while tier II is based solely on railroad employment. The
total benefit amounts to traditional railroad annuities, and elimi-
nates duplicate coverage for nonrail service by both Social Security
and the railroad retirement system. In its fiscal year 1983 budget,
the Reagan administration proposed dismantling the system, with
Social Security absorbing tier I, and tier II being converted into a
private pension, administered by a private corporation. This pro-
posal was founded on the assumption that the Government should
not administer an industry pension, and that given the equivalency
of tier I and Social Security, it is appropriate to combine the two,
and create a privately administered pension to complement it, as is
the case with other industries.

This proposal was rejected by Congress. Many felt that reorgani-
zation would lead to a cut in benefits for present and future retir-
ees, and that if exempted from ERISA standards, as proposed by
the administration, employees and retirees would have no guaran-
tee that their full pensions would be provided. It was further
argued that such a conversion would exacerbate Social Security’s
financing problems, and create administrative difficulties for SSA,
similar to the creation of SSI, and SSA’s assumption of the black
lung program.

In 1985, as part of the Consolidated Omnibus Budget Reconcilia-
tion Act of 1985, the Congress considered a proposal to increase
taxes on railroad retirement benefits. The tax treatment of tier I
benefits was similar to that of Social Security: Half of tier I bene-
fits are taxed to the extent that, combined with other income, they
exceed a threshold amount ($25,000 for individuals and $32,000 for
couples). Tier II benefits are taxed as private pension benefits.

The change in the tax treatment included in reconciliation is
consistent with the effort to treat tier I exactly like Social Security.
The provision would tax that aspect of the tier I benefit more gen-
erous than Social Security as tier II benefits are taxed. Under the
Treasury proposal, tier I benefits would be divided into two compo-
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nents, tier I-A and tier I-B. Tier I-A is the amount that is identi-
cal to benefits which the worker would have earned under Social
Security had his entire career been in nonrail employment, and an
amount of extra benefits which result from the rail system’s
unique qualification rules. One of these unique rules allows work-
ers to retire at 60 if they have 30 years of rail employment. An-
other rule allows workers to qualify for disability payments under
standards that are less stringent than those for Social Security Dis-
ability Insurance. Treasury estimated that taxation of non-Social
Security parts of tier I benefits would produce $160 million annual-

Critics of the tax proposal argued against it on several grounds.
First, they believed that the new tax followed too closely on the
heels of other recent taxes on and cuts in the retirement program.
Second, the complexity of the plan to create further sub-categories
in benefits would create difficulties for recipients and for the Rail-
road Retirement Board. Third, despite being labeled a tax measure,
the proposal amounted to a benefit cut for people on fixed incomes
who had already made retirement plans based on earlier payment
levels. Fourth, the proposal was not considered in the context of
tax reform legislation, which would have clarified its impact on tax
and retirement policy.

(B) RECENT FINANCING PROBLEMS

During the 1970’s the rail industry performed poorly, and by
1980, the retirement trust fund was faced with the prospect of in-
solvency. Declining rail traffic, and hence declining employment,
led to diminished payroll tax revenues. Since the end of World War
II, the worker/beneficiary ratio has been decreasing, as described
by the table below:

EMPLOYEES IN THE RAILROAD INDUSTRY AND BENEFICIARIES OF THE RAILROAD RETIREMENT

SYSTEM SINCE 1945
[In thousands)
Year w?;‘)'leu;a}nggnt Beneficiaries
1945 1,689 210
1950 1421 461
1955 1,239 704
1960 909 883
1965 753 930
1970 640 1,052
1975 548 1,094
1976 540 1,100
1977 545 1,107
1978 ‘ 542 1,100
1979 554 1,093
1980 532 1,084
1981 503 999
1982 40 988
1983 390 981
1984 400 980
1985 374 954

Source: Railroad Retirement Board, 1986.
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_This longer term financing problem grew worse because congres-
sional appropriations for “windfall” benefits were far from suffi-
cient to pay for those benefits, and the difference was paid from
the Railroad Retirement trust fund.

To improve the system’s financial condition, Congress included
railroad retirement provisions in both the Omnibus Budget Recon-
ciliation Act of 1981 (Public Law 97-35) and the Economic Recovery
Tax Act of 1981 (Public Law 97-34). These amendments raised pay-
roll taxes on employers and employees, modified benefits, created a
separate account for windfall benefits, and provided the railroad
retirement trust fund with authority to borrow funds from the
General Treasury, when near term cash flow difficulties arise.

Unfortunately, the recession devastated the railroad industry in
the final quarter of 1982, bringing the railroad retirement system
once again to the brink of insolvency.

Early in 1983, rail labor and management collectively negotiated
a comprehensive financing package and submitted it to Congress.
This agreement was considered by Congress, revised, and ultimate-
ly enacted in August 1983. The final package was composed of pay-
roll tax increases, benefit reductions, and Federal contributions.
Passage averted a 40-percent reduction in tier II benefits scheduled
for October 1, 1983.

Key provisions of the Railroad Retirement Solvency Act of 1983
(Public Law 98-76) included the following:

(1) A COLA offset provision, which required that the next 5
percent of tier 1—Social Security—COLA increases be sub-
tracted, dollar for dollar, from tier II—railroad pension—bene-
fits. This completely eliminated the 3.5 percent COLA sched-
uled for January 1984, and reduced the 1985 COLA from 3.5
percent to 2 percent. Justification for the COLA reduction
came from the belief that the burden of producing solvency for
the system should fall on management, labor, and retirees—
management and labor through increased taxes, and retirees
through reduced benefits. Better than expected economic per-
formance of the rail industry since enactment of the 1983
changes however, produced a corresponding improvement in
the retirement funds. The improved health of the funds has led
to calls for a cancellation of the final 1 and a half percent
COLA cut imposed on retirees.

(2) The so-called 60/30 benefit, which allows employees with
30 years of service to retire at age 60 without benefit reduc-
tion, was scheduled to be phased out.

(3) Three annual 0.75 percent payroll tax increases (the first
went into effect in January 1984) were to be levied on rail em-
ployees and employers.

(4) The wage base on which the employer-paid railroad un-
employment insurance tax paid by employers is levied was in-
creased by 50 percent from the first $400 of monthly earnings
to the first $600 of monthly earnings. A temporary unemploy-
ment tax is to be collected from employers on July 1, 1986, to
repay a debt owed by the unemployment account to the retire-
ment fund.

(5) Tier II benefits and vested dual or windfall benefits were
made subject to Federal income taxation under the same
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guidelines as private pension benefits—i.e., to the extent that
pension benefits exceed the employee’s contributions. The reve-
nues collected from this taxation will be transfered to the rail
trust fund to finance benefits payments, through 1989. After
that point, the revenues will remain with the Federal Treas-

ury.

Overall, the Railroad Retirement Solvency Act of 1983, through a
combination of tax increases, benefit adjustments, and Federal as-
sistance is expected to maintain the solvency of the railroad retire-
ment system through the 1990’s, even under pessimistic employ-
ment assumptions. Further, it is expected that in the future, the
worker/retiree ratio will increase, as the peak in number of retir-
ees passed.

The legislation is not without its critics though, and it is impor-
tant to point out some of the weaknesses in the law. For instance,
the COLA offset provision could not be accomplished if the tier II
benefit component were truly were an industry pension, and sub-
ject to ERISA regulations. To take funds from tier II to offset in-
creases in tier I benefits partially undermines the basic assumption
of the 1974 reorganization. The abrupt phase-out of 60/30 benefits
jeopardizes the plans of older rail employees who had conceived
their retirement on benefit assumptions that have been rendered
invalid. To rapidly change the rules in mid-stream is inequitable to
employees nearing retirement. Finally the tax treatment of wind-
fall benefits as equivalent to pension benefits is inconsistent with
the fact that windfall payments accrue from Social Security cover-
age. Windfall benefits should be taxed like Social Security benefits,
not like returns from a private pension.

(C) TAXATION OF BENEFITS

The railroad retirement system contains numerous unique bene-
fit qualification rules which distinguish tier I benefits from those
provided by Social Security, and which distinguish tier II from
most private pension systems. Since railroad retirement takes the
place of these systems, the presence of the unique rules has led
critics to call for their removal.

One frequently criticized rule is the “last person service”’ re-
quirement for tier II benefits. This rule requires that a worker
leave his current employment before he can collect benefits, re-
gardless of whether his current employment is in the rail industry.
Private pensions require that workers leave current covered em-
ployment before receiving their pensions, but they do not require
that workers leave current employment which is unrelated to their
covered employment.

Other criticized rules which do not comport with Social Security
or private pension practice include limits on the eligibility of di-
vorced spouses for benefits, inadequate credit for periods of mili-
tary service, and no allowance for trial work periods before annu-
ities are reduced.

(D) SOLVENCY OF THE RAILROAD UNEMPLOYMENT INSURANCE SYSTEM

The RUI system is insolvent, and has borrowed money to pay
benefits from .the retirement system for 20 of the last 25 years. In
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the past, these loans were used to bridge short-term cash flow prob-
lems in the RUI program, and were repaid with interest. However,
drastic increases in rail unemployment in the past few years have
led to more protracted and more extensive borrowing from the re-
tirement fund. By July 1984, the RUI system owed more than $700
million to the retirement account. It is expected this debt will
reach $1 billion in fiscal year 1986. Without major changes in the
financing of the RUI system, it is unlikely that this debt could ever
be serviced.

The 1983 Retirement Solvency Act created a Railroad Unemploy-
ment Compensation (RUC) Committee to study the RUI problem
and make recommendations to Congress to either restore solvency
to the RUI system or to fold it into the Federal-State unemploy-
ment compensation system.

The RUC panel presented two alternative proposals in its June
29 report. A majority of this panel, consisting of the two labor
members and the chairman, recommended keeping a separate rail
unemployment insurance system. The two management members
advocated a transfer of the RUI system to the States, and provided
a proposal to accomplish this in a fashion acceptable to rail compa-
nies. The management representatives joined the majority in shap-
ing a “consensus” package of specific recommendations for saving
the RUI system. Management pledged its support to the consensus
packlage in the event that Congress rejected the management pro-
posal.

Under the consensus package, a separate RUI system would be
retained and solvency would be restored through a number of fi-
nancing changes. From the standpoint of retirement fund, the most
critical provision in the consensus proposal is a waiver of all inter-
est on principal owed by the RUI account from past loans. Waiving
the interest on $1 billion of debt, which would be paid over a period
extending to the year 2000, would represent a serious financial sac-
rifice by the retirement account to the unemployment system. This
provision pits the interests of younger employees, faced with pros-
pect of continued spells of high unemployment, against the con-
cerns of retirees.

The principal on the RUI loans would be repaid through a flat-
rate tax, subject to periodic adjustment, imposed on railroad com-
panies. Additionally, a variable employer-paid surcharge tax would
be levied, and experience rating would be thereby introduced to the
RUI system. Rates would vary depending upon the balance in the
RUI account. General revenues would contribute to the rescue of
the RUI system through a one-time grant of $135 million to com-
pensate for past interest paid on loans from the retirement fund
while the Federal-State programs were receiving interest-free loans
from the Federal Government. Further, the RUI account would be
provided with the authority to borrow from the Treasury to avoid
near-term cash-flow problems. Finally, the consensus proposal rec-
ommends certain tax and benefit modifications to improve the fi-
nancial health of the RUI system.

The management proposal recommended a transfer of the RUI
system to the States at the beginning of the first benefit year
(which begins July 1) feasible after enactment. Rail carriers would
begin paying State unemployment taxes, and in addition, a sur-

58-335 0 - 86 - 4
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charge tax would be levied to pay back the principal on the debt
owed to the retirement fund, but not the interest. Sickness bene-
fits, an important feature of the RUI system, would be established
as a separate program administered by the RRB and financed
through a small tax on carriers. The Federal Government under
this plan would transfer $200 million to the retirement account to
. compensate for interest paid on loans while States were receiving

interest-free loans. General revenue funds would also be provided
to States to help with the transition between the two systems,
when unemployed rail workers would be receiving benefits that
would be partially based on untaxed compensation.

Independent of the RUC committee, the Reagan administration
has proposed its own legislative package that would tranfer the
RUI system to the State unemployment compensation programs.
This plan would have required newly unemployed rail workers to
begin filing for State benefits on January 1, 1986; continuing RUI
beneficiaries would have had their claims converted by June 30,
1986. Railroad employers would reimburse the States for all bene-
fits paid to rail workers between January 1, 1985, and June 30,
1986. The RUI system would be allowed to continue to borrow from
the retirement fund until June 30, 1986, and the debt to the retire-
ment system would be serviced through the special unemployment
surtax mandated by the 1983 solvency legislation.

As a matter of railroad retirement policy, the critical issue is
how will the enormous debt owed by the RUI system be paid, and
more specifically, will the retirement account recoup the interest
owed on that debt over time.

3. LEGISLATION

(A) RAILROAD UNEMPLOYMENT LEGISLATION

In 1985, attention turned to solving financial problems in the rail
unemployment system. Following the passage of the Railroad Re-
tirement Solvency Act of 1983 (Public Law 98-76), which restored
short- and long-term solvency to the railroad retirement system
through a combination of tax increases, benefit reductions, and
Federal financing, there was little interest in railroad retirement
changes.

The one major subject left unresolved by the comprehensive leg-
islation package enacted in 1983 was the insolvency of the Railroad
Unemployment Insurance (RUI) Program. The 1983 legislation did
establish a Railroad Unemployment Compensation (RUC) Commit-
tee, composed of representatives of rail labor, management, and
the general public, to examine the condition of the RUI program,
and make recommendations to Congress to redress the system’s fi-
nancial crisis. The RUC made its report on June 29, 1984. While
Congress did develop a solution to the Railroad Unemployment In-
surance (RUI) crisis, passage of the plan was delayed by its inclu-
sion in the Consolidated Omnibus Budget Reconciliation Act of
1985 (H.R. 3128), which stalled in the waning moments of the 1985
session. Most observers now expect Congress to pass the RUI legis-
lation in early 1986 either as part of the reconciliation bill or as
separate legislation.



87

The solution developed by Congress departed significantly from
the proposals of the Railroad Unemployment Commission, and
from administration proposals. The key provisions of the congres-
sional proposal are the following:

1. The retirement fund will not forgive the interest on its loan to
the unemployment fund.

2. Financing of the loan repayment will come from an increase
in the existing loan repayment tax that the 1983 railroad refire-
ment tax imposed on employers for the years 1986 to 1990. This tax
applies to the first §7,000 of annual wages to each rail employee.
Effective June 30, 1986, the 1986 tax will increase from 2 percent of
payroll to 4.3 percent; the 1987 tax will increase from 2.8 percent
to 4.7 percent; the 1988 tax will increase from 2.6 percent to 6 per-
cents; the 1989 tax will remain at 2.9 percent; and the 1990 tax will
remain at 3.2 percent.

3. Any new loans from the retirement fund will be paid by an
additional 3.5 percent surtax if the existing tax receipts do not
cover the loan.

4. The unemployment fund will receive permanent authority to
borrow from the retirement fund. This replaces the temporary au-
thority that expired on December 19, 1985.

5. No alterations in uemployment benefits were made.

(B) GRAMM-RUDMAN-HOLLINGS

The major legislative impact on the railroad retirement system
came from the Gramm-Rudman-Hollings Act. This act sets deficit
reduction targets for the entire Federal budget. If the Government
does not meet these targets, the act imposes automatic, across-the-
board cuts on a wide range of Government programs. However, the
act exempts many programs—such as Social Security and Medi-
care—from the automatic cuts. Tier I benefits are among the pro-
grams excluded from automatic cuts. Tier II benefits are not ex-
cluded, although cuts in tier II can consist of no more than cancel-
lation of scheduled COLA’s. The act went into effect immediately,
and caused cancellation of the COLA scheduled to go into effect on
January 1, 1986. If Congress and the President had agreed on vol-
untary measures to meet the deficit target for fiscal 1986, the 1986
COLA would have been restored retroactively. However, Congress
had until only March 1, 1986, to propose voluntary deficit reduc-
tion measures; after that date, the COLA cancellation became per-
manent.

(C) TIER I TAXATION

The budget reconciliation bill (H.R. 3128) also included the Treas- -
ury’s proposal to tax that portion of tier I benefits which are in
excess of Social Security benefits. Although some issues prevented
the House and Senate from passing a final version of the bill, the
railroad retirement tax was not among them. If Congress does pass
some form of reconcilation bill in early 1986, observers expect the
tax to be included in the bill.
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(D) MISCELLANEOUS BILLS

Although 1985 saw little legislative activity apart from Gramm-
Rudman-Hollings, activity concerning the RUI financing crisis, and
taxation of benefits, several bills were introduced which await
action by Congress in 1986. One of these was the railroad retire-
ment improvements bill introduced in the Senate by Senator Heinz
as S. 1176, and in the House of Representatives by Congressman
Oberstar as a package of bills—H.R. 2508-16. The package of bills
would eliminate the “last person service” requirement, increase
the eligibility of divorced spouses for tier I benefits, allow full
credit for military service, and allow for increased trial work peri-
ods and earnings by disabled beneficiaries. Senator Heinz also in-
troduced a bill, S. 929, to reverse the reduction of the 1985 tier II
COLA, which was reduced from 3.5 percent to 2 percent as part of
the 1985 Railroad Retirement Solvency Act.

4. PROGNOSIS

After years of uncertainity the Railroad Retirement System ap-
pears to have weathered the most serious crises in its history. The
changes wrought in the past few years have assured adequate fi-
nancing of the retirement fund and the unemployment fund. Bar-
ring a serious recession in the rail industry, or other developments
which would drastically alter the ratio of workers to retirees, the
system should be able to pay its own way for the forseeable future.
Any future legislative activity in the retirement area will probably
focus on attempts to eliminate the qualification rules that have de-
veloped as the system grew, and which set the system apart from
Social Security and private pension systems.

The effect of the Gramm-Rudman-Hollings Act on the Railroad
Retirement System is difficult to predict. While tier I benefits are
insulated from the automatic spending cuts set forth in the
Gramm-Rudman-Hollings Act, Congress might nonetheless cut
these benefits in an effort to voluntarily meet its deficit reduction
targets, thus avoiding mandatory cuts in other programs. Tier II
benefits are now frozen and will remain frozen unless Congress and
the President agree on measures—such as tax increases or reduc-
tions in defense spending—that will voluntarily meet the deficit
targets.



Chapter 3

TAXES AND SAVINGS

OVERVIEW

Older Americans have benefited from special tax advantages
since tax-free Social Security benefits were first paid in 1940. The
exclusion of Social Security income and other tax advantages en-
acted subsequently were intended to extend the purchasing power
of the limited resources the elderly received. Proposals to reform
the tax structure to increase tax equity, and a concern by some
that all elderly are not in need of special tax treatment has
brought tax advantages for the elderly under review.

The first concrete signs of a change in attitude about special tax
provisions for the elderly appeared with the enactment of the
Social Security amendments of 1983. As part of a package of
changes to solve Social Security financing problems, the 1983
amendments made Social Security and railroad retirement benefits
taxable for the first time—generally taxing half of the benefit for
those who have substantial income from other sources. The 1983
amendments also eliminated a special tax credit previously avail-
able to retired public employees younger than 65 years of age. The
most significant effect of the change was to increase tax liability by
as much as 2 percent of income for the 10 percent of the elderly
taxpayers with the highest incomes.

Legislation in recent years to raise Federal revenues and im-
prove tax equity through broadening of the tax base and greater
taxpayer compliance has also changed the way the elderly pay
some of their taxes. In the Tax Equity and Fiscal Responsibility
Act of 1982, the Congress reduced the obligation to estimate and
pay quarterly taxes on pension and interest income by requiring
payors of pension annuities and interest to withhold taxes. While
pension withholding has remained in effect, public pressure forced
the repeal of withholding on interest and dividend income in 1983.
As part of the Deficit Reduction Act of 1984 [DEFRA], the Congress
provided the Secretary of the Treasury with greater discretion to
waive penalties for elderly and other taxpayers who, through igno-
rance of the requirement, fail to file estimated quarterly tax pay-
ments.

In 1985, attention turned to the efforts for comprehensive reform
to reduce the complexity and improve the fairness of the tax code.
In November 1984 the Treasury provided a proposal to the Presi-
dent for tax reform, universally known as Treasury 1. In May 1985
the President submitted a revised proposal to the Congress. Both
Treasury I and Treasury II propose to eliminate and cut back on
current deductions, while reducing overall tax rates and broaden-
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ing the tax base. Some of these proposals would eliminate one or
more special exemptions or deductions for the elderly. Most, how-
ever, would leave the Social Security exemption and other special
provisions in place.

The changing attitude toward tax advantages for the elderly has
been accompanied by a shift in Federal policy concerning savings
and investment. As part of a national strategy to increase capital
available for investment, tax incentives for corporate and personal
savings were expanded by the Economic Recovery Tax Act of 1981.
Although some analysts have suggested that increased receipt of
asset income would improve retirement income adequacy, most of
these incentives were not directed solely at improving retirement
income.

There is now an increasing awareness of the cost of tax incen-
tives for savings and asset accumulation, and a growing doubt
about the contribution of additional savings incentives toward cap-
ital formation and retirement income. Some believe that tax-fa-
vored treatment does not result in new savings for retirement, but
simply encourages individuals who already have after-tax savings
to shift those savings into tax-favored vehicles. To the extent that
this is true, it gives a windfall to those taxpayers and raises serious
questions as to the efficiency of these incentives.

A. TAXES

1. BACKGROUND

Concern about the special tax treatment accorded those 65 and
older focuses on whether these provisions are equitable and wheth-
er they still serve a worthwhile purpose. Four tax provisions exclu-
sively benefit older persons and others who receive Federal bene-
fits: (1) The exclusion of Social Security and railroad retirement
benefits (if their adjusted gross income is below $25,000 for single
filers and $32,000 for joint filers), and the exclusion of veteran’s
benefits; (2) the additional exemption for persons 65 and older; (3)
the 15 percent elderly tax credit for disabled and elderly persons
with limited incomes; and (4) the one-time exclusion of capital
gains from the sale of a home after age 55. The elderly also benefit
from tax provisions that are not age-specific, such as medical ex-
pense deductions, State and local bond interest exclusion, and de-
ductions for charitable contributions.

(A) TAXATION OF GOVERNMENT RETIREMENT INCOME TRANSFERS

Social Security, railroad retirement, and veterans benefits prior
to 1983 were, like many other Government transfer payments,
exempt from taxation. The original Social Security legislation
made no specific reference to the tax treatment of benefits. Howev-
er, a revenue ruling was issued at the time benefits were first paid,
stating: (1) That Congress did not intend for Social Security bene-
fits to be taxed since it did not include a provision to tax them in
the law, and (2) that the benefits were intended as gratuities and
not earnings-related annuities, and therefore were not taxable.

In 1983, the Congress enacted legislation to restore financial sol-
vency to Social Security. A provision to tax half of the Social Secu-
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rity and railroad retirement benefits of those whose combined
income exceeded $25,000 for single filers and $32,000 for joint filers
was included in that legislation. (Public Law 98-21). The rationale
for this change was to treat Social Security and railroad retirement
the same as employer-sponsored pensions for tax purposes, by ex-
cluding from taxation only the portion of the benefit attributable
to after-tax employee contributions. The limit on taxability protect-
ed low- and moderate-income beneficiaries from a sudden increase
in tax payments. Full taxation of benefits will phase-in gradually
for those whose incomes are now below the fixed limits when, over
time, their incomes rise as the limits remain the same.

(B) EXTRA PERSONAL EXEMPTION FOR ELDERLY, BLIND AND DISABLED

The extra personal exemption for taxpayers 65 and older was
added to the tax code in the Revenue Act of 1948 to compensate for
perceived economic handicaps of the elderly, as well as to provide
some relief from the effects of the post-war economy. The elderly
were provided special treatment because they could not benefit
from the rapid wage gains being realized by workers in the post-
war economy. At the time it was enacted, this provision removed
an estimated 1.4 million elderly taxpayers from the rolls, and re-
duced the tax burden for another 3.7 million.?

(C) ELDERLY TAX CREDIT

The retirement income credit was enacted with the codification
of the Internal Revenue Code (IRC) in 1954. The purpose of the
credit was to extend tax treatment parallel to the exemption of
Social Security income to those whose retirement income came pri-
marily from non-Social Security covered employment or independ-
ent savings. Persons 65 and older or under 65 and receiving a
public pension were allowed to take a tax credit equal to 15 percent
of their pension (and, in the case of those 65 and older, interest and
dividend) income. The amount of retirement income qualifying for
the tax credit did not include earned income over certain limits nor
Social Security or other tax-exempt benefits.

In 1976, the Congress limited the credit to those 65 and older
with low-incomes and renamed it the Elderly Tax Credit. Targeting
was achieved by placing a ceiling on the amount of the credit and
by reducing the amount credited for tax-exempt retirement income
and adjusted gross earnings. The credit for those under 65 was not
modified in 1976, but was eliminated in the 1983 Social Security
amendments. At the same time, the tax credit for those 65 and
older was increased by doubling the maximum tax credit amount.

(D) ONE-TIME EXCLUSION OF CAPITAL GAINS ON SALE OF HOME

The one-time home sale capital gains exclusion originated in the
Revenue Act of 1964. At the time it was viewed as a way to protect
homeowners from incurring tax liability on gains which were
thought to result largely from inflation. In addition, advocates

1 U.S. Congress. Senate. Committee on Finance. Revenue Act of 1948; Report to accompany
H.R. 4790. 80th Cong. 2d Sess. Washington: U.S. Govt. Print. Off., 1948, p. 21.
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maintained that the Government should not tax away assets people
had accumulated for retirement, nor discourage the elderly from
selling their homes. The capital gains tax was seen as a substantial
burden for the elderly in the case of home sales. Originally the pro-
vision excluded capital gains of $20,000 in the adjusted sales price
of the house for persons 65 and older. In recent years, the Congress
raised the maximum excludable gain to $125,000 to reflect in-
creases in average market prices for housing, and lowered the age
that the exclusion can be taken to 55.

2. Tax INCIDENCE AMONG THE ELDERLY

These exclusions and deductions enable many of the elderly to
pay no taxes at all. In 1981, only 40 percent of the population aged
65 and older (10.4 million persons) paid income taxes.2 The elderly
who do pay taxes, however, pay higher taxes on average than the
nonelderly. Elderly taxpayers in 1981 had higher effective tax rates
(18.9 percent) and greater tax liability ($4,191) than nonelderly tax-
payers (16.2 percent and $3,647 respectively), despite the fact that
the average adjusted gross income (AGI) of elderly taxpayers
($22,205) was slightly lower than the average AGI for nonelderly
taxpayers ($22,460).3

The difference in tax liability may be due in part to a greater
tendency among the elderly to claim the standard deduction rather
than to itemize. In 1981, 30 percent of the elderly itemized their
deductions, compared to 34 percent of the nonelderly. However
those elderly who itemized their deductions claimed higher average
deductions than nonelderly itemizers. Overall, the elderly claimed
an average of $8,774 in total deductions compared to an average of
$8,064 claimed by the nonelderly. Average deductions for medical
expenses and charitable contributions claimed by the elderly were
more than twice those claimed by the nonelderly.

3. Issuks

(A) TAX EQUITY AND EFFICIENCY

Tax policy analysts are concerned that the current income tax
system, with its complex array of exemptions and deductions
causes distortions in economic incentives, inequities in the distribu-
tio of the tax burden, and too many opportunities for tax shelter-
ing. The fairness of the tax system is usually judged in terms of
vertical and horizontal equity. Vertical equity means that tax bur-
dens are distributed in relation to the taxpayer’s ability to pay—
those with more income pay higher proportional taxes. Horizontal
equity means that individuals with equal income have equal tax
burdens. The current progressive income tax has a fair degree of
vertical equity, but the complex system of exemptions and deduc-
tions result in substantial horizontal inequity.

2 IRS. Statistics of Income, 1981, Individual Income tax Returns. Table 2.5.
3 Holik, Dan and John Kozielec. Taxpayers Age 65 and Over, 1977-81. SOI Bulletin, 4:1-16,
Summer 1984. .
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Generally, the special tax provisions for the elderly are not con-
sidered to be inequitable. A 1982 Treasury Department study exam-
ined the distribution of tax benefits among higher income groups.
The study ranked tax expenditures in terms of the percentage re-
ceived by taxpayers with 1981 adjusted gross income (AGI) exceed-
ing $50,000. Overall, the 4.4 percent of the taxpayers had more
than $50,000 in AGI and these taxpayers paid 32.9 percent of taxes
after credits. The study found that of the tax provisions specifically
benefiting the elderly, the most regressive was the one-time exclu-
sion of capital gains from home sales. This tax benefit was ranked
the 16th most regressive among the 33 benefits studied—27.6 per-
cent of its benefits went to taxpayers with AGI's in excess of
$50,000. The double exemption for the elderly was ranked 22d in
regressivity, 15.2 percent of benefits going to the highest income
brackets. The least regressive of the special elderly provisions, the
Elderly Tax Credit, was ranked 30th out of 33 benefits. Only 2.2
percent of its benefits went to those with AGI's in excess of
$50,000.4

There is a growing sense, however, that the tax system in gener-
al benefits the rich at the expense of working people and that this
sense of unfairness is contributing to a decline in taxpayer compli-
ance. Tax legislation to raise tax revenues to reduce the budget def-
icit has attempted in recent years to respond to these concerns. In
the Tax Equity and Fiscal Responsibility Act of 1982 [TEFRA], the
Deficit Reduction Act of 1984 [DEFRA], and most recently in the
House’s passage of its comprehensive tax reform bill, H.R. 3838,
the Congress focused on closing tax ‘“loopholes,” broadening the tax
base by including more items in taxable income, limiting exemp-
tions and deductions, and improving taxpayer compliance. These
revenue-raising “reforms” have largely been promoted as means of
improving the fairness of the income tax.

The efficiency of the individual income tax is judged in terms of
its effects on relative prices and the allocation of resources. Any
income tax tends to distort relative prices. Tax exemptions and de-
ductions are specifically designed to alter relative prices, often to
achieve particular social policy goals. They often have unintended
effects on labor supply and consumption which do not contribute to
social policy aims. Tax reform efforts to simplify the tax code,
lower marginal tax rates and eliminate many current tax deduc-
tions and exemptions are promoted as a way to reduce the work
and savings disincentives which some believe are inherent in the
current tax system. Proponents of reform argue that the progres-
sive tax structure results in higher marginal tax rates which dis-
courage people from working additional hours or raising their gross
incomes. A flat tax rate would eliminate the effect of taxing addi-
tional income at higher marginal rates. Some argue that a reduc-
tion in marginal tax rates would improve the after-tax rate of
return on investment and encourage savings.

4 Joint Economic Committee, Treasury Study on the Distribution of Tax Expenditures, Nov
20, 1982.
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_ (B) SIMPLICITY

The tax law with its host of exemptions and deductions has
become increasingly complex and costly to administer. The diversi-
ty of regulations, forms, and procedures confuse taxpayers, and
reduce compliance with the law. As a result, the administrative re-
quirements and tax losses become increasingly costly to both the
Federal budget and the economy.

The tax law is not uniquely complex for the elderly, but the el-
derly especially can become confused by changes in their tax liabil-
ity resulting from changes in their status. Retirement often results
in a change in the sources and tax treatment of income. The tax
rules that become applicable can be confusing, particularly since
the tax treatment of some income may change over time or be sub-
ject to alternative rules. For example, pension income is taxed
under one of two alternative rules which permit the recovery of
employee contributions taxfree while taxing employer contribu-
tions and earnings on the trust. Individuals who have had all of
their taxes withheld from their wages or who have claimed only
the standard deduction during their working lives may not be pre-
pared to minimize their tax liability on pension and asset income,
011; 1accurately file estimated quarterly tax payments during the tax-
able year.

4. LEGISLATION 1IN 1986

(A) PROPOSALS FOR COMPREHENSIVE TAX REFORM

A turning point in the drive for a fair and simple income tax
came with the introduction of the President’s tax proposal for
“fairness, growth and simplicity”’, and the House of Representa-
tives consideration and final passage of its own tax reform legisla-
tion, H.R. 3838. These tax proposals followed the reintroduction of
several major tax reform bills early in the first session of the 99th
Congress to replace the current progressive structure with flat tax
rates and a broad definition of taxable income. Two of the propos-
als had become particulary prominent in the 98th Congress: The
Bradley-GePhardt “Fair Tax Act” and the Kemp-Kasten “Fair and
Simple Tax’’ [FAST].

Bradley-Gephardt, Kemp-Kasten, and the President’s proposals "
are grounded in the effort to improve the fairness or perceived fair-
ness of the tax system. This is achieved largely through an expan-
sion of the tax base: counting some noncash compensation (employ-
ee benefits and fringes) as income and eliminating tax deductions
and exclusions often only available to and certainly worth more to
high-income taxpayers. In addition, all the proposals seek to simpli-
fy taxation—to reduce the need for ordinary taxpayers to maintain
detailed records or pay for professional assistance, and make it
easier for people to comply with the law. This is achieved largely
by the use of a flat-rate tax and the elimination of some tax deduc-
tions. The proposals have also, to a greater or lesser degree, avoid-
ed redistributing the tax burden across income classes. Finally, all
three proposals have aimed at “revenue neutrality,” that is, nei-
ther increasing nor decreasing Federal revenue. Yet, despite their
broad similarities, these proposals differ on a number of points.
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Most notably, tax rates, the tax treatment of Social Security, per-
sonal exemptions, tax credits for the elderly and disabled, and
itemized deductions.

All four tax reform proposals replace the current progressive tax
rates with a single tax rate or stepped flat-tax rates. Bradley-Gep-
hardt would apply a flat 14 percent tax rate to all income, but
would add a surtax 12 to 16 percent on income above certain levels.
Kemp-Kasten would impose a single tax of 24 percent on all income
below the Social Security taxable maximum, and would tax income
above the taxable maximum at 20 percent. The President proposed
three separate rates of 15, 25, and 35 percent.

The Kasten-Kemp bill would reduce the maximum inclusion of
Social Security benefits from half of the benefits under current law
to one-quarter, if the sum of the individual’s modified gross income
and one-half of his or her Social Security benefits exceeds the speci-
fied base amount. Bradley-Gephardt would retain the current tax
treatment of Social Security and railroad retirement benefits.

The Bradley-Gephardt proposal would raise the personal exemp-
tions and standard deductions, and leave the additional exemption
for the elderly and the blind intact. Kemp-Kasten would raise the
personal exemptions and standard deductions even more, and also
retain additional exemption for the elderly and blind. Both Brad-
ley-Gephardt and Kemp-Kasten would repeal the tax credit for the
elderly and disabled. By contrast, the President’s proposal would
also increase the personal exemption for all taxpayers, and expand
the elderly tax credit, but would repeal the extra personal exemp-
tion for elderly. The dollar amounts for the earned income tax
credit would be reduced and indexed under Kemp-Kasten. Bradley-
Gephardt would leave them unchanged.

The itemized deductions of greatest interest to the elderly—medi-
cal, and charitable contributions—would be retained under these

roposals. The President, however, proposed to tax the first $10 to
§25 a family receives in employer paid health insurance, effectively
raising their “income” subject to taxes by $300. Bradley-Gephardt
contains a similar proposal. All three proposals would repeal the
deduction for certain types of State and local taxes. The American
Association of Retired Persons (AARP) testified before House Ways
and Means Committee that this provision was of particular concern
to the elderly because of their reliance on State community serv-
ices programs.

On balance, all flat-tax proposals would generally lower effective
tax rates for people who take standard deductions, increasing effec-
tive rates for those who have itemized. Since the elderly are more
likely to take standard deductions, tax reform might actually
reduce the net tax burden on the elderly as a group. According to
Treasury Department estimates, under the President’s proposal,
with its revised personal exemption and increased elderly tax
credit would raise the level of tax-free income to the elderly.

The tax reform proposals now being considered neither raise nor
lower tax revenues in total. All have the effect of redistributing the
tax burden—from individuals to corporations or from nonitemizers
to itemizers. The President’s proposal would reduce individual tax
payment overall by 7 percent and increase corporate tax payments
by 9 percent. In general, while each of these proposals would



96

modify the tax treatment for some or all elderly, only Kemp-
Kasten would significantly affect the tax burden of the elderly as a
group. All proposals are redistributive and in most cases they
would reduce the tax burden for elderly at lower levels of income
and with few or no deductions.

(B) H.R. 3838: TAX REFORM ACT

In late November, the House Ways and Means Committee com-
pleted work on a comprehensive tax reform bill, H.R. 3838, and
brought it to the House floor where it was passed on December 17.
The House bill differs from the President’s proposal in that it gen-
erally reduces taxes for individual, particularly lower income, tax-
payers, raises the top tax rate, and raises additional corporate
taxes through a minimum corporate tax.

Critics of the legislation charge that although it will result in
some far-reaching changes, it is no longer truly tax reform since it
does little to change the complicated scheme of deductions and ex-
clusions.
¢ l'{‘he major provisions of H.R. 3838 which affect the elderly are as
ollows:

—The maximum tax rate for individuals is reduced to 38 per-

cent;

—Retain the current law treatment of Social Security and rail-
road retirement benefits;

—eliminate the extra personal exemption for elderly and blind
taxpayers;

—increase the value of the personal exemption for taxpayers
who do not itemize deductions to $2,000, and for taxpayers who
do itemize to $1,500; and

—raise the standard deduction for elderly taxpayers $600 above
the increase for all taxpayers. The standard deduction is un-
available to taxpayers who itemize.

For the most part, itemized deductions of particular interest to
the elderly, the charitable contribution, mortgage interest, and the
deduction for State and local taxes remain virtually the same as
under current law.

H.R. 3838 is generally more generous to lower income taxpayers
"‘than the President’s proposal, although this generosity is concen-
trated largely on the nonelderly poor. The tax burden for the
lowest income bracket will be reduced by more than 75 percent, ac-
cording to the Joint Tax Committee. According to Robert Green-
stein, director of the Center for Budget and Policy Priorities, H.R.
3838 is more generous to the low income because of the increase in
the standard deduction, and in the earned income tax credit which
goes to working families to offset the Social Security payroll tax.®

The elderly benefit less from H.R. 3838 than the nonelderly, al-
though the taxes of most elderly taxpayers would be reduced if
H.R. 3838 were enacted. There would be a strong incentive for the
elderly not to itemize their deductions, which comports with the

_general goal of simplifying the taxing process. Like other taxpay-
ers, elderly who itemize are required to offset their personal ex-

§ Congressional Quarterly, Nov. 30, 1985, p. 2491.



97

emption by the first $500 of their itemized deductions. In addition,
for the elderly and blind only, there is a $600 add-on to the stand-
ard deduction which helps only those who do not itemize, since
itemizers do not take the standard deduction. However, the elimi-
nation of the extra personal exemption for the elderly, as well as
the change in both the personal exemption and standard deduction
for all taxpayers who itemize, has the effect of raising taxes for
some middle and upper income elderly. For the most part, those
paying higher taxes under H.R. 3838 would be persons who item-
ized under the old law, but whose deductions would be too low to
benefit from itemizing under H.R. 3838. In effect, even with the
special $600 add-on to the standard deduction for the elderly and
blind, H.R. 3838 tends to make the tax burden for elderly and non-
elderly taxpayers more equal.

B. SAVINGS

1. BACKGROUND

Since 1981 there has been considerable emphasis on increasing
the amount of capital available for investment. By definition, in-
creased investment must be accompanied by an increase in savings.
Total national savings comes from three sources: Individuals saving
their personal income; businesses retaining their profits; and the
Government savings when tax revenues exceed expenditures. As
part of the trend to increase investment generally, new or expand-
ed incentives for personal savings and capital accumulation were
enacted. '

Simultaneous to this emphasis on capital accumulation, retire-
ment income experts suggested that personal savings be increased
for retirement-specific purposes. Many retirees are primarily de-
pendent on Social Security for their income. Thus some analysts
favor a better balance between Social Security, pensions, and per-
sonal savings as sources of income for retirees. The growing finan-
cial crisis which faced Social Security in the early 1980’s reinforced
the sense that individuals should be encouraged to increase their
preretirement savings efforts.

For a number of years the “life-cycle” theory of savings has been
" advanced by some analysts to explain personal savings behavior. It
postulates that individuals save little as young adults, increase
their savings in middle age, then consume those savings in retire-
ment. Survey data suggests that savings behavior is largely a func-
tion of available income versus current consumption needs, an
equation which changes over the course of most individuals’ life-
times.®

The consequences of the life-cycle savings postulate raises ques-
tions for Federal savings policy. Tax incentives may have their
greatest appeal to those already saving at above-average rates: Tax-
payers who are reaching maturity, earning above-average incomes

¢ Two such surveys include the Survey of Changes in Family Finances (SCFF) commissioned
by the Federal Reserve Board and the Department of Labor’s Personal Consumption Expendi-
tures Surveys (CES), which tend to confirm the rise and then fall of savings rates as individuals
age. Wachtel, Paul. The Impact of Demographic Changes on Household Savings, 1950-2050.
President’s Commission on Pension Policy. gomingutl)f Age: Toward a National Retirement
Income Policy. Technical Appendix, Chapter 30. Washington DC, February 1981.
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and thus subject to relatively high marginal tax rates. Whether
this group is presently responding to these incentives by creating
new savings, or simply shifting after-tax savings into tax-deferred
vehicles is a continuing subject for disagreement among policy ana-
lysts. For taxpayers who are young or have lower incomes, the tax
incentives may be of little value. Expanding savings in this group
necessitates a trade-off of increased savings for current consump-
tion, which they are not under most circumstances inclined to do.
As a result, some observers have concluded that tax incentives will
contribute little to the adequacy of retirement income for most in-
dividuals, especially those at the lower end of the income spectrum.

The dual interest in increased capital accumulation and im-
proved retirement income adequacy resulted in the expansion of -
tax incentives for personal retirement savings, such as IRA’s, by
the Economic Recovery Tax Act of 1981 (ERTA, Public Law 97-34).
Despite Congress’ favorable disposition toward such incentives,
debate continues over the importance and efficiency of expanded
tax incentives for personal savings as a means to raise capital for
national investment goals. Retirement income analysts have also
questioned whether the incentives will create significant net new
retirement savings. Each of these issues may receive further atten-
tion in 1986 in the context of the efforts to improve the fairness,
simplicity, and efficiency of Federal tax incentives. :

The proportion of aged units reporting receipt of asset income
has increased gradually over the last decade: From 49 percent in
1971, 56 percent in 1976, 66 percent in 1980, to 68 percent in 1982.7
Some of this increase may be due to improvements on survey ques-
tionnaires which increases the accuracy of asset income reporting.
However, the consistency of the upward trend suggests that some
degree of real growth has taken place..

Three observations about these data are appropriate. First, the
prevalence of asset income receipt is nearly the same across age
groups: the difference between the 55-61 age cohort and those age
80 or over was only 2 percentage points. Second, the incidence of
asset income receipt by sex and race for those over 65 shows sub-
stantial variations. Men are more likely to receive asset income in
retirement than women; whites are more likely to receive asset
income than blacks. This generally reflects the increased probabili-
ty that women and blacks have retirement income equal to or less
than 125 percent of the poverty line.

Finally, the likelihood of asset income receipt is directly propor-
tionate to total income. Asset income is much more important to
individuals with high levels of retirement income. Only a third of
aged units with income less than $5,000 receive income from assets
at all, while 86 percent of those with incomes between $10,000 and
$20,000 and 96 percent of those with income over $20,000 receive
some asset income. More than one-quarter (28 percent) of aged
units with incomes greater than $20,000 relied on assets to provide
more than half of their retirement income. Only 9 percent of those

7Grad, Susan. Income of the Population 55 and Over, 1982. Social Security Administration,
Office of Retirement and Survivors Insurance and Office of Policy. Govt. Print. Off., Washing-
ton, DC. March 1984. See also U?S' Melinda. Relative Importance of Various Income Sources of
the Aged, 1980. Social Security Bulletin. Gov’t Print. Off., Washington, DC. January 1983.
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with income less than $5,000 relied on assets for more than half
their retirement income, and of these, most depended on assets to
provide 100 percent of their retirement income.

Historically, income from savings and other assets has furnished
a small but growing portion of total retirement income. In 1982, 25
percent of total money income came from asset income compared
to about 16 percent 15 years ago. Assets remain a far more impor-
tant source of income for the retired population on the whole than

pension annuities, largely because less than one in three retirees
receive pension benefits.

2. IssuEs

The effort to increase national investment springs from a percep-
tion that governmental, institutional, and personal savings rates
are lower than the level necessary to support a healthy economy.
Focusing on personal savings, except for a period during World
War II (when personal savings approached 25 percent of income)
the personal savings rate in the United States has ranged between
5 and 8 percent of disposable income. Many potential causes for
these variations have been suggested, including demographic shifts
in the age and composition of families, workforces and efforts to
maintain levels of consumption in the face of inflation. Personal
savings rates in the United States have historically been substan-
tially lower than in other industrialized countries. In some cases it
is only half to a third of the savings rates in European countries.®

PERSONAL SAVINGS RATE
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8 U.S. Department of Commerce. International Economic Indicators, vol. VII, No. 4. Washing-
ton DC, December 1982.
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In the fall of 1985 the Commerce Department released figures in-
dicating that the personal savings rate for the third quarter of 1985
was the lowest it had been since the 1950’s; 2.9 percent. Analysts
suggested that without savings in corporate pensions, the country
actually experienced a dis-savings overall. In part, this dramatical-
ly low figure reflects widespread use of consumer credit to pur-
chase goods—cars, for example. Nevertheless, economists have
argued that the “buy now” attitude of Americans is on the rise,
posing a real hazard to their financial futures. More importantly,
this low savings rate, in the face of increased incentives to save in
the code gives rise to doubts about the effectiveness of those incen-
tives. If retirement savings only take place in employer-sponsored
plans, then policy analysts argue that retirement income goals
might be better served by policies favoring these, rather than indi-
vidual savings vehicles.

Even assuming present tax policy does create new personal sav-
ings, critics suggest this may not guarantee an increase in total na-
tional savings available for investment. Federal budget surpluses
constitute savings as well; the loss of Federal tax revenues result-
ing from the tax incentives may offset the new personal savings
being generated. Under this analysis, net national savings would be
increased only when net new personal savings exceeded the Feder-
al tax revenue foregone as a result of tax-favored treatment.

Recent studies of national retirement policy have recommended
strengthening individual savings for retirement. Because historical
rates of after-tax savings have been low, emphasis has frequently
been placed on tax incentives to encourage savings in the form of
voluntary tax-deferred capital accumulation mechanisms.

The final report of the President’s Commission on Pension
Policy, issued in February 1981, recommended several steps to im-
prove the adequacy of retirement savings including the creation of
a refundable tax credit for employee contributions to pension plans
and individual retirement savings. Similarly, the final report of the
National Commission on Social Security recommended increased
contribution limits for IRA’s. In September of the same year, the
Committee for Economic Development—an independent, nonprofit
research and educational organization—issued its report entitled
“Reforming Retirement Policies.” The committee recommended a
strategy to increase personal retirement savings which included
tax-favored contributions by employees covered by pension plans to
IRA’s, Keogh plans, or the pension plan itself.

These recommendations reflected ongoing interest in increased
savings opportunity. In each Congress since the passage of the Em-
ployee Retirement Income Security Act [ERISA] in 1974 there have
been expansions in tax-perferred savings devices. This was most ob-
vious in the passage of ERTA in 1981. From the perspective of re-
tirement-specific savings, the most important provisions were those
expanding the availability of IRA’s, simplified employee pensions
[SEP’s] Keogh accounts and employee stock ownership plans
[ESOP’s]. ERTA was followed by additional expansion of Keogh ac-
counts in the Tax Equity and Fiscal Responsibility Act of 1982
[TEFRA], which sought to equalize the treatment of contributions
to Keogh accounts with the treatment of contributions to employer-
sponsored defined contribution plans.
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The evolution of Congress’ attitude toward expanded use of tax
incentives to achieve socially desirable goals holds important impli-
cations for tax-favored retirement savings. When there is increas-
ing competition for Federal tax expenditures the continued exist-
ence of tax incentives depends in part on whether they can stand
scrutiny, on the basis of equity, efficiency in delivering retirement
benefits, and their value to the investment market economy. In
1986 efforts to reform the structure of the Internal Revenue Code
(IRC) will lead to the reevaluation of all the current tax incentives
in the code, including incentives for retirement savings.

(A) INDIVIDUAL RE’I'IREMENT ACCOUNTS [IRA’S]

Since the opportunity to save in an IRA was extended to pension
covered workers by the Economic Recovery Tax Act of 1981
[ERTA), contributions to and assets held by IRA depositors have in-
creased dramatically. IRA and Keogh deposits totaled $202.4 billion
by the end of the first half of 1985, up from $142.2 billion in the
same month of 1984, a 42.3 percent increase. ERTA broadened IRA
eligibility so that individuals already participating in pension plans
could contribute to an IRA as well. IRS data for 1982, the first year
of universal IRA availability, recorded 12.1 million contributions to
IRA’s; nearly four times the number who contributed in 1981.°

IRA’s constitute a major short-term revenue loss to the Federal
Government, which may now equal as much as one-third the reve-
nue loss attributable to tax expenditures on public and private em-
ployer pension plans. When ERTA was enacted in 1981, the Con-
gress anticipated revenue losses due to IRA deposits of $0.98 billion
for 1982 and $1.35 billion in 1983. The Treasury estimates of actual
revenue loss for those years was $4.8 and $10.0 billion respectively.
Even if IRA contribution growth is now beginning to level off, the
program is already much larger than Congress anticipated.

The rapid growth of IRA’s poses a dilemma for employers as well
as Federal retirement income policy. As IRA’s come to play an in-
creasingly important role in the retirement planning of employees,
they may diminish the importance of the pension bond which links
the interests of employers and employees. Employers may indeed
face new problems in attempting to provide retirement benefits to
their workforces.

In recent years questions have been raised about the efficiency of
the IRA tax benefit in stimulating new retirement savings. First,
does the tax incentive really attract savings from individuals who
would be unlikely to save for retirement otherwise? Second, does
the IRA tax incentive encourage additional savings or does it
merely redirect existing savings to a tax-favored account? Third,
are IRA’s retirement savings or are they tax-favored savings ac-
counts used for other purposes before retirement?

Evidence suggests that those who use the IRA most might other-
wise be expected to save without a tax benefit. Low-wage earners
barely use IRA’s. The participation rate among those with less
than $20,000 income is two-fifths that of middle-income taxpayers

? Employee Benefit Research Institute. EBRI Issue Brief #32, Individual Retirement Ac-
counts: Characteristics and Policy Implications. Washington, BC, July 1984.* * *
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($20,000-$50,000 annual income) and one-fifth that of high-income
taxpayers ($50,000 or more annual income). Younger wage earners,
as a group, are also not spurred by the tax incentive to use IRA’s.
As the lifecycle savings hypothesis suggests, employees nearing
normal retirement age are three times more likely to contribute to
an IRA than workers in their twenties. Those without other retire-
ment benefits also appear to be less likely to use an IRA. Employ- -
ees with job tenures greater than 5 years display a higher propensi-
ty toward IRA participation at all income levels. For those not cov-
ered by employer pensions, utilization generally increases with age,
but is lower across all income groups than for those who are cov-
ered by employer pensions. In fact, 46 percent of IRA accounts are
held by individuals with vested pension rights.1°

Though a low proportion of low-income taxpayers utilize IRA’s
relative to higher income counterparts, those low-income individ-
uals who do contribute to an IRA are more likely than their high-
income counterparts to make the contributions from salary rather
than pre-existing savings. High-income taxpayers are apparently
more often motivated to contribute to IRA’s by a desire to reduce
their tax liability than to save for retirement.!! ;

One of the stated objectives in the creation of IRA’s was to pro-
vide to tax incentive for increased savings among those in greatest
need. This need appears to be most pressing among those with low
pension coverage' and benefit receipt resulting from employment
instability or low average career compensation. However, the likeli-
hood that a taxpayer will establish an IRA increases with job and
income stability. Thus, the tax incentive appears to be most attrac-
tive to taxpayers with relatively less need of a savings incentive.
As a matter of tax policy, IRA’s may be an inefficient way of im-
proving the retirement income of low-income taxpayers.

An additional issue is whether all IRA savings are in fact retire-
ment savings or whether IRA’s offer the opportunity for abuse as a
tax shelter. Most IRA savers probably view their account as retire-
ment savings and are inhibited by the 10 percent penalty on with-
drawals before age 59% from tai'mg savings out. However, those
who do not intend to use the IRA to save for retirement can still
receive tax benefits from an IRA even with early withdrawals.
Most analysts agree that the additional buildup of earnings in the
IRA that occurs because the earnings are not taxed will surpass
the value of the 10 percent penalty after only a few years, depend-
ing upon the interest earned. Some advertising for IRA savings has
emphasized the weakness of the penalty and promoted IRA’s as
short-term tax shelters. Although the tax advantage of an IRA is
greatest for those who can defer their savings until retirement,
they are not limited to savings deferred for retirement.

An additional concern is that the IRA is not equally available to
all taxpayers who might want to save for retirement. Currently,
nonworking spouses of workers saving in an IRA may only contrib-
ute an additional $250 a year. Some contend that this creates an
inequity between two-earner couples who can contribute $4,000 a
year and one-earner couples who can only contribute $2,250 in the

10bid.* * *
M bid® * *
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aggregate. They argue it arbitarily reduces the retirement income
of spouses, primarily women, who spend part or all of time out of
the paid workforce. Those who oppose liberalization of the contri-
bution rules contend that any increase will primarily advantage
middle and upper income taxpayers, since the small percentage of
low-income taxpayers who do utilize IRA’s often do not contribute
the full $2,000 permitted them each year.

(B) EMPLOYEE STOCK OWNERSHIP PLANS [ESOP’S]

Employee stock ownership plans [ESOP’s] have been promoted as
a means for transferring the ownership of a company’s capital to it
workers. Although ESOP’s can become a valuable source of retire-
ment income to supplement social security, pension benefits, and
personal savings, they are not designed (nor intended) to be an em-
ployees sole or primary retirement savings vehicles, or a replace-
ment for traditional pension arrangements. Such plans can offer
employees potential investment returns exceeding those of stand-
ard pension plans if the company is growing at a substantial rate
or is consistently profitable, but at a considerably increased risk.
Employees not only bear the risk of the plan’s investment perform-
ance, but also bear the additional risk of relying on a nondiversi-
fied investment portfolio. Because the value of a company’s shares
can fluctuate over a wide range in response to the employer’s for-
tunes, an ESOP cannot be considered a secure primary retirement
vehicle for participants. Thus there has been considerable concern
over recent action by some corporations which have terminated
glsecl)rp ) defined benefit pension plans and replaced them with

s.

The most sensitive issue surrounding employee stock ownership
plans is their expanding use in closely held corporations, where the
value of the stock to employees is uncertain. For employees to have
meaningful owership interest in their employer through participa-
tion in an ESOP the stock must be fairly valued and the employees
must have some control over the way in which the stock is voted.
But in a privately held corporation one or both of these elements
may be missing or constrained. It is difficult to value stock contrib-
uted to the ESOP of a privately owned corporation because there is
no ready market for its resale. This creates an enormous potential
for abuse. By overvaluing stock contributions an employer-owner
can inflate the tax benefit received while employees may be hurt
because the real value of the stock is less than its nominal worth.

Although Congress has clearly expressed its intent to encourage
employee stock ownership, the effectiveness of the ownership and
productivity incentives which form the basis of congressional policy
have been debated. In the case of ESOP’s in closely held corpora-
tions with limited voting rights passthrough, the absence of voting
rights and a ready market for resale cast doubt on the existence of
any realistic incentive at all. Even in publicly traded corporations
with full passthrough voting, some employee organizations have
argued that stock in the ESOP does not accumulated fast enough
compared to the total amount of stock outstanding to give employ-
ees any significant voice in corporate decisionmaking. As a result,
several employee organizations have opposed the implementation
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of ESOP’s unless coupled to representation on the employer’s board
of directors.

The ESOP concept has been supported by Congress in spite of
these unresolved issues. It is important to note, however, that since
an ESOP’s value is inextricably tied to the financial health of the
employer, their implementation should be traded off against cur-
rent wages rather than retirement benefits when being used to
save financially distressed employers. If an ESOP is used to replace
pension benefits, the demise of the employer could wipe out a sub-
stantial portion of an employee’s retirement income as well. But by
exchanging the ESOP for current wages an employee’s retirement
benefit remains insulated to a some degree from the consequences
of the employer’s potential demise, while a much stronger link is
forged between productivity incentives and the employee’s present
compensation.

The interests of older workers near retirement differ greatly
from those of younger workers, such that an ESOP cannot be uti-
lized as a replacement for traditional pension arrangements with-
out having a differential effect on the interests of certain groups of
employees.

2. LEGIisLATION IN 1985

(A) THE HOUSE TAX REFORM BILL: H.R. 3838

The primary legislation dealing with savings incentives in 1985
was the Tax Reform Act, H.R. 3838, which passed the House of
Representatives on December 17, 1985. On the whole, H.R. 3838
would pare back many of the investment tax incentives enacted by
Congress in 1981. For the individual taxpayer, however, the
changes are not as dramatic as to the corporate taxpayer. An esti-
mated $141 billion tax burden would shift from individual to corpo-
rate taxpayers over the next 5 years. Since CODA’s are addressed
in chapter 3, the discussion in this chapter will focus on the IRA
and ESOP savings vehicles.

The House generally rejected proposals to improve IRA tax in-
centives. While Treasury II had called for an increase of $1,750, to
a maximum of $2,000 for contributions to an IRA on behalf of a
nonemployed spouse—equal to the deduction available to a em-
ployed person, the House bill would maintain the current $250 de-
duction. In addition, H.R. 8838 incorporates a provision which inte-
grates the limits for contributions to an IRA along with salary re-
duction contributions to an employer-sponsored 401(k) plan. The
bill would limit salary reduction to $7,000 annually, and reduce the
available contribution to an IRA dollar for dollar for contributions
to a 401(k) plan. This provision reflects the philosophy that Federal -
tax policy ought to apply some aggregate limit to voluntary savings
for retirement and to provide more equal treatment between em-
ployees with no employer plan, and employees whose employers
offer generous tax-favored savings opportunities. In effect, it seeks
to encourage those who would save by reducing their taxable
income to do so in a 401(k) vehicle to achieve maximum benefits. It
partially restores the IRA to its pre-ERTA status, where employees
covered by a pension plan were ineligible for IRA’s, by in effect dis-
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qualifying individuals who avail themselves of salary reduction
from establishing IRA’s.

H.R. 3838 also places restrictions on the use of ESOP’s. Under
the bill, additional qualification requirements are provided for
ESOP’s. These additional qualification requirements (a) require
more rapid (10-year graded) vesting; (b) modify the ESOP nondis-
crimination rules to limit the annual amount of employer contribu-
tions that may be allocated to employees who are officers, share-
holders, or highly compensated; (c) expand the pass-through voting
requirements applicable to employer securities held by an ESOP:;
(d) permit an eligible plan participant to direct the ESOP trustee to
diversify a portion of that participant’s ESOP account balance; and
(e) modify the distribution and put option requirements including
the timing of the employer’s payment of the put option price. The
Ways and Means Committee was concerned that the current law
encourages ESOP’s to provide tax benefits to employers and others
engaged in ESOP transactions without ensuring increased rights of
ownership for participating employees. The bill also repeals the
special ESOP tax credit and deductions on dividends paid on em-
ployer securities, and certain other special provisions. The Ways
and Means Committee indicated that cutbacks on certain tax bene-
fits previously given to ESOP’s was necessary in order to retain
other “more important” incentives.

(B) AN ALTERNATIVE: THE RETIREMENT INCOME POLICY ACT S. 1784

On October 22, Senator John Heinz and Senator John Chafee in-
troduced the Retirement Income Policy Act of 1985 (S. 1784). The
bill was simultaneously introduced in the House of Representatives
by Representative William Clay, Chairman of the House Education
and Labor Subcommittee (H.R. 3594). In the context of the broader
issues of retirement income policy, RIPA seeks to encourage the in-
dividual savings component of retirement income. RIPA integrates
IRA and 401(k) salary reduction limits in the same manner as H.R.
3838, and raises the penalty for premature distributions from IRA’s
to 20 percent. In addition, 1t promotes IRA’s as a portability vehicle
for pension benefits by requiring that all premature distributions
from plans be mandatorily transferred to IRA’s. Rather than estab-
lishing a static dollar limit on contributions to retirement savings
plans, RIPA establishes limits related to the Social Security wage
base. Many analysts feel that this will encourage savings for retire-
ment by making individuals more confident of future contribution
limits. RIPA does not specifically address itself to ESOP’s, but to
the extent that an ESOP is the primary retirement plan of an em-
ployer, it would have to meet certain basic benefit requirements.

C. PROGNOSIS

Tax reform' is an effort to provide a fairer distribution of tax ben-
efits—to _equalize the tax payments of taxpayers with equal in-
comes. The intent of the various tax reform proposals is to redis-
tribute the tax burden without adding any new benefits or losing
revenue. It proceeds on the theory that by curbing or eliminating
some tax benefits, an overall reduction in rates be possible thus, on
balance, reducing the tax burden on individuals. Recent tax reform
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proposals also reflect an interest in reducing the burden on low-
income individuals, particularly families.

In the context of the effort to draft a “revenue-neutral” tax
reform bill, there is a concern that within the total amount dedi-
cated to pensions and savings, some of the existing tax benefits
need to be distributed more fairly. There are proposals to restruc-
ture and integrate the various savings incentives to focus the limit-
ed tax resources where they can most effectively encourage new
savings and to reduce the use of multiple tax-favored savings vehi-
cles by individuals who save substantially without tax incentives.
IRA’s, ESOP’s and 401(k) accounts have the potential to expand
capital accumulation and increase the assets of future generations
of the elderly. The interest in tax reform, however, is to achieve
this result with the most efficient use of existing tax benefits.

Most of these issues will be confronted in the spring of 1986
when the Senate Finance Committee is expected to proceed with
the markup of its own version of a tax reform bill. Although there
are no simple or pure solutions to these concerns, whatever mar-
ginal changes are adopted should move tax policy gently in the di-
rection of constructing a simpler and fairer tax system.



Chapter 4

EMPLOYMENT

OVERVIEW

For decades, employment and retirement policies in the United
States have been directed toward encouraging early retirement.
For example, Social Security was developed during the Great De-
pression, in part, to ease a sufficient number of older workers out
of the labor force to make room for younger workers. Similarly, 9
out of 10 private pension plans offer financial incentives for early
retirement; that is, prior to the normal retirement age (usually 65).
When these programs are combined with employer administered
mandatory retirement policies, a highly competitive work force,
and rapidly changing technologies, it is not surprising that few
older persons remain employed after their 65th birthday.

The statistics on older worker employment are startling. Since
1900, the employment rate among men 65 and older has declined
by nearly 50 percent. Today, only 18.8 percent of this older male
age group are employed, as are only 8.2 percent of older women.
The early retirement trend has extended down to the middle-aged
as well. Since 1960, employment rates among men aged 55 to 64
have dropped by one-sixth, from 87 to 70 percent. Three-quarters of
all new Social Security beneficiaries each year retire well before
their 65th birthday, and most begin collecting benefits at the earli-
est possible age, age 62. A July 1985 General Accounting Office
(GAO) study found that almost half of the individuals who receive
private pensions start receiving them by age 62 and almost 60 per-
cent start receiving them before reaching 65. The increase in pri-
vate pension receipt among persons under age 65 also reflects the
trend toward earlier retirement.

This early retirement phenomenon raises serious policy concerns.
First, the future economic security of older Americans is jeopard-
ized by early labor force withdrawal. Those who do not work are
three times more likely to fall below the poverty level. Second, ear-
lier retirement contributes to the financial strain on Social Securi-
ty and private pension plans. Third, serious shortages of skilled
labor may develop in certain industries unless the early retirement
trend is reversed. In contrast to these pressures to keep older per-
sons in the labor force, however, it appears that labor demand is
not sufficient to satisfy older persons’ current employment needs.
Therefore, the conflict between early retirement and the need to
reverse the decline in labor force participation rates has become a
major public policy dilemma.

In addition to the economic arguments for increasing the labor
force participation rates among older workers, there are also com-

1on
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pelling issues of civil rights involved. Age, like race, sex, religion,
and national origin, is a protected category under Federal statutes.
Eliminating age bias in the workplace is consistent with a tradition
in America of struggle against arbitrary policies which discrimi-
nate against individuals because of their basic beliefs or their per-
sonal characteristics. The nearly unanimous opposition to mandato-
ry retirement policies by the American public is one indicator of
the strong sentiment against arbitrary age bias in employment.
Yet, despite these civil rights arguments, the protections against
age discrimination remain incomplete and somewhat ineffectual.

These twin problems—the early retirement trend and infringe-
ment on the civil rights of older workers—comprise the underpin-
nings of the public policy debate on employment for the aging.
Steps have been taken in recent years to increase incentives for de-
layed retirement and to remove barriers to continued employment.
Nonetheless, the trend toward earlier retirement continues and
complaints of age discrimination in the work force are increasing.
During the first session of the 99th Congress, certain Members in-
troduced various legislation to address these matters. Congress, as
a whole, however, took no action and the prospects for significant
activity during the second session are dim.

A. BACKGROUND

1. AGE DISCRIMINATION

Numerous obstacles to older worker employment exist in the
labor force. These include: (1) negative stereotypes about aging and
productivity; (2) job demands and schedule constraints which are
inconsistent with the skills and needs of older workers; and (3) poli-
cies which make it undesirable to remain in the labor force, such
as early retirement incentives and discontinued pension credits.
Several of these have their roots in age discrimination.

Age discrimination in employment plays a pernicious role in
blocking employment opportunities for older workers. It is not a
new problem. The emergence of discriminatory employment prac-
tices for older workers can be traced to the late 1800’s in the
United States. There is some evidence that even in the late 1800’s,
negative attitudes about the capacities and productivity of the aged
were already common throughout the Nation. The development of
retirement as a social pattern in industry may have served to en-
hance and legitimize employment discrimination practices despite
early evidence that older workers were capable, conscientious, and
productive employees.

Today, age discrimination in employment is widespread. There is
no agreement on the exact nature of the problem, nor is there a
consensus on how to solve it. But few would disagree that the prob-
lem is real and that it affects the lives of millions of Americans.
Despite Federal legislation to ban most forms of age discrimination
from the workplace, most Americans believe age discrimination re-
mains a serious problem. Two nationwide surveys by Louis Harris
& Associates—one in 1975, the other in 1981—found nearly identi-
cal results; 8 out of 10 Americans believe that “most employers dis-
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criminate against older people and make it difficult for them to
find work.”

The perception of widespread age discrimination held by the
public is shared by a majority of business leaders. Most employers
believe age discrimination exists, according to a 1981 nationwide
survey of 552 employers conducted by William M. Mercer, Inc. The
following key points summarize the survey’s findings:

—61 percent of employers believe older workers today are dis-

criminated against in the employment marketplace;

—22 percent claim it is unlikely that, without the present legal
constraints, the company would hire someone over age 50 for a
position other than senior management;

—20 percent admit that older workers (other than senior execu-
tivgs) have less of an opportunity for promotions or training;
an

—12 percent admit that older workers’ pay raises are not as
large as those of younger workers in the same category.

The forms of age discrimination range from the more obvious
mandatory retirement ages, to more subtle job harassment and
early retirement incentives. Each of these represent not only a
threat to the well-being of older individuals, but also undermine
the economic stability of the Nation’s retirement income systems
and, to a lesser extent, the larger economy as well. Age discrimina-
tion reduces the work efforts of older people, encourages premature
labor force withdrawal, and increases the load on an already bur-
dened Social Security system and on private pensions. Without ade-
quate solutions to the problems of age discrimination and without
incentives to encourage more older workers to remain employed
longer, the Nation could be facing a serious economic as well as
social crisis in the future.

In order to encourage equal employment opportunities for older
persons, Congress enacted the Age Discrimination in Employment
Act [ADEA] in 1967, which became effective on June 12, 1968
(Public Law 90-202). The ADEA legislation was the culmination of
years of debate concerning the problems of providing equal oppor-
tunity for older workers in employment. At issue was the need to
balance the competing interests of the right of the older worker to
be free from age discrimination in all aspects of employment, and
the employer’s prerogative to control the managerial decisions
which make a business profitable. The provisions of the ADEA at-
tempt to balance these competing interests by prohibiting age dis-
crimination based upon an employer’s arbitrary policies which
would prevent employment of individuals above a certain age. Ar-
bitrary age limits may not be used as conclusive determinations of
nonemployability, so that employment decisions regarding older
persons should be based on an individual assessment of each appli-
cant’s or employee’s potential or ability.

Specifically, the Age Discrimination in Employment Act was en-
acted ‘““to promote employment of older persons based on their abil-
ity rather than age; to prohibit arbitrary age discrimination in em-
ployment; and to help employers and workers find ways of meeting
problems arising from the impact of age on employment.” The act
currently prohibits employment discrimination against persons
aged 40 to 70. These age limits were chosen to focus coverage on
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workers especially likely to experience job discrimination because
of their age. The upper age limit was originally set at 65 because it
was the common retirement age in U.S. industry and the normal
eligibility age for full Social Security benefits. The act specifies
that actions otherwise deemed unlawful may be permitted if they
are based upon the following considerations:

—Where age is a bona fide occupational qualification reasonably

necessary to normal operations of a particular business;

—Where differentiation is based on reasonable factors other than

age (for example, the use of physical examinations relating to
minimum standards reasonably necessary for specific work to
be performed on a job);

—To observe the terms of a bona fide seniority system or a bona

" fide employee benefit plan such as a retirement, pension, or in-

surance plan, with the qualification that no seniority system or
benefit plan may require or permit the involuntary retirement
of any individual who is covered by the ADEA; and

—Where an employee is discharged for good cause.

In addition, an executive or high-ranking, policymaking employ-
ee in the private sector entitled to annual private retirement bene-
fits of at least $44,000 could be compulsorily retired at age 65,
simply because of age. This is known as the “executive exemption”
and it was designed to allow turnover at the top levels of the orga-
nization. While it has strong support among business leaders,
recent evidence shows that it is used only infrequently by a small
number of employers.

Since 1967, the ADEA has been amended six times. The first set
of amendments occurred in 1974, when the provisions of the act
were extended to include Federal, State, and local government em-
ployers. Also, the number of workers covered was increased by ex-
empting only those employers who have fewer than 20 employees.
Previous law exempted employers with 25 or fewer employees. In
1978, the act was amended to extend protection to age 70 for pri-
vate sector, State, and local government employers, and by remov-
ing the upper age limit for employees of the Federal Government.
Regulations implementing the 1978 amendments, however, speci-
fied that employers are not required to credit years of service
worked beyond age 65 to final pension benefit levels. This was, and
continues to be, a disincentive to continue work beyond age 65.

The act was amended in 1982 by a provision included in the Tax
Equity and Fiscal Responsibility Act [TEFRA]. This provision, re-
ferred to as the “working aged” clause, requires employers to
retain their over-65 workers on the company health plan rather
than automatically shifting them to Medicare. Under previous law,
Medicare was the primary payer and private plans were secondary.
Now, the situation is reversed, with Medicare acting as the payer
of last resort. This provision was designed to be a cost saver for the
Medicare program, but it is viewed as a new obstacle to employ-
ment for older workers because it increases the costs of employ-
ment and, for many small companies, there are serious problems in
finding insurance coverage at all for these older workers.

The most recent amendments to the ADEA were contained in
the 1984 reauthorization of the Older Americans Act. Public Law
98-459, section 11(f), amends the ADEA by extending protections to
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US. citizens who are employed by U.S. employers in a foreign
country. Support for this legislation was based in part on the belief
that many such workers are really an extension of the U.S. work
force who should not be subject to possible age discrimination just
because they are assigned abroad. Section 12(c)X1) of the ADEA, the
executive exemption, was also amended by raising, from $27,000 to
$44,000, the annual private retirement benefit level for determina-
tion of exemption from provisions of the act for persons in bona
fide executive or high policymaking positions.

The Equal Employment Opportunity Commission [EEOC], which
enforces the laws prohibiting discrimination has reported a 100
percent increase in age-related claims since 1971. During fiscal
year 1985, the Commission filed 96 lawsuits under the ADEA, an
increase of almost 50 percent over the 67 actions in fiscal year
1984. This is the largest number of ADEA lawsuits filed by the
Federal Government in any 1-year period since the ADEA was en-
acted in 1967. In 1980, one-fifth of the U.S. population was over 55
years old. Demographic statistics project that this figure will climb
to approximately 25 percent by the year 2000. While the total U.S.
population is expected to increase by one-third between 1982 and
2050, the older population (aged 55 and older) is expected to in-
crease 113 percent. Eventually, this demographic trend is expected
to mature the U.S. work force. This is significant when one consid-
ers the fact that the typical age-discrimination plaintiff is 55 years
old. More older people in the labor force will mean greater compe-
tition among older and middle-age workers and litigation under the
ADEA is certain to continue to increase.

2. FEDERAL PROGRAMS

A second thrust of the Federal Government is to provide funds
for training disadvantaged and dislocated workers to assist them in
becoming more employable. This section describes two Federal pro-
grams designed to promote the employment opportunities of older
workers: The Job Training Partnership Act [JTPA] program and
the Community Service Employment Program under title V of the
Older Americans Act.

A. THE JOB TRAINING PARTNERSHIP ACT

The new JTPA, enacted by the 97th Congress, and which went
into effect October 1, 1983, establishes a nationwide system of job
training programs administered jointly by local governments and
private sector planning agencies. For program year 1985, which
began July 1 and runs through June 30, 1986, slightly more than
$3.6 billion has been appropriated for JTPA programs as part of
the fiscal year 1985 appropriations act (Public Law 98-619). The
fiscal year 1986 appropriations (Public Law 99-178) contained $3.4
billion for JTPA.

JTPA establishes two major training programs: Title II for eco-
nomically disadvantaged youth and adults, with no upper age limit;
and title ITI for dislocated workers, including those long-term un-
employed older workers for whom age is a barrier to reemploy-
ment. Under the title II-A program, which authorizes training for
disadvantaged adults and youth, funds are allotted among States
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according to the following three equally weighted factors: Number
of unemployed individuals living in areas with jobless rates of at
least 6.5 percent for the previous year; number of unemployed indi-
viduals in excess of 4.5 percent of the State’s civilian labor force;
and the number of economically disadvantaged individuals. Train-
ing under title II-A can include on-job-training, classroom training,
remedial education, employability development, and a limjted
amount of work experience. For the period October 1983 through
June 1984, about 11,700 persons 55 and older participated in the
title II-A program, representing 2 percent of total participants.

Section 124(a-d) of JTPA also establishes a statewide program of
job training for economically disadvantaged workers age 55 or
older. Governors are required to set aside 3 percent of their title II-
A allotments for this older workers program. During the current
program year, from July 1, 1985 to June 30, 1986, the older work-
ers’ setaside is funded at $57 million. This level is maintained for
the 1986 program year. The older workers program under section
124 of JPTA is meant to be operated in conjunction with public
agencies, private nonprofit organizations, and private industries.
Programs must be designed to assure the training and placement
of older workers in jobs with private business concerns.

For workers who have been or are about to be laid off, are eligi-
ble for or have exhausted their entitlement to unemployment com-
pensation, and are unlikely to return to their previous occupation
or industry, Congress created title III. The dislocated workers pro-
gram is administered by the States and includes such services as
job search assistance, job development, training in job skills for
which demand exceeds supply, relocation assistance and activities
conducted with employers or labor unions to provide early inter-
vention in case of a plant closing. During the period between Octo-
ber 1983 and June 1984, about 3,500 persons 55 and over had been
served by the title III program (7 percent of program terminations).

It is, unfortunately, too early to make an adequate evaluation of
the program’s success with regard to older workers. According to
testimony presented to Congress by the National Council on the
Aging in July 1985, the impact of JTPA on mature and older work-
ers is probably minimal. The need for and importance of JTPA,
however, is underscored by a November 1984 Department of Labor
study on displaced workers. According to the study, 5.1 million
workers lost their jobs due to the decline of an industry or a plant
closing between 1979 and 1984. The chance of reemployment for
these displaced workers declined significantly with age. Only 41
percent of those between 55 and 64 were able to reenter the labor
force in any capacity (as compared to 70 percent for those between
the ages of 20 and 24). Only 21 percent of those over 65 became re-
employed and of those who found a job, almost half (45 percent) re-
ceived lower pay than at their previous position and one-third took
salary cuts of more than 20 percent. The study showed that the
older an individual was when he lost his job, the longer he would
be unemployed and the more likely he would become completely
discouraged and drop out of the labor force altogether. Overall,
there are more than 1.2 million “discouraged” workers in the
Nation.
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B. TITLE V OF THE OLDER AMERICANS ACT

The Community Service Employment Program [CSEP] for Older
Americans was given statutory life under title IX of the “Older
Americans Comprehensive Services Amendments of 1973.” Its pur-
pose is “to promote useful part-time opportunities in community
service activities for unemployed low income persons.” Amend-
ments passed in 1978 redesignated the program as title V of the
Older Americans Act and it was reauthorized through fiscal year
1987 by Public Law 459, the “Older Americans Act Amendments of
1984,” enacted on October 9, 1984. The program responds to certain
identified needs of older persons by providing opportunities for
part-time employment and income. It also serves as a source of
labor for various community service activities. The program can
also assist unemployed older persons move into permanent unsubsi-
dized employment.

The program is administered by the Department of Labor (DOL),
which awards funds to national sponsoring organizations and to
State agencies. Persons eligible under the program are those who
are 55 years of age and older (with priority given to persons 60
years and older), who are unemployed, and whose income level is
not more than 125 percent of the poverty level guidelines issued by
the Department of Health and Human Services (in 1985, $6,565 for
a one-person household and $8,813 for a two-person household). En-
rollees are paid no less than the Federal or State minimum wage
or the local prevailing rate of pay for similar employment, which-
ever is less. Federal funds may be used to compensate participants
for up to 13,000 of work per year, including orientation and train-
ing. Participants work an average of 20-25 hours per week. In addi-
tion to wages, enrollees receive physical examinations, personal
and job-related counseling and, under certain circumstances, trans-
portation for employment purposes. Participants may also receive
training, which is usually on-the-job training and oriented toward
teaching and upgrading job skills.

Proposed revised regulations on title V were published in the
Federal Register on July 19, 1985 (FR, v. 50, no. 139). The July 19
proposed regulations incorporate some of the legislative require-
ments added by major amendments to the Older Americans Act in
1978, 1981, and 1984 and set forth the requirements for title V
grant planning and application procedures, project operations, limi-
tations on Federal funds, administrative standards and procedures,
interagency agreements and DOL assessment and evaluation of em-
ployment sponsors. As of the date of this writing, the regulations
are winding their way through the final approval process. The reg-
ulations do not appear to be controversial and have, reportedly, not
met with any stiff opposition. :

In recent years, the Reagan administration has made a number
of proposals which would have significantly altered the Older
Americans Act’s employment focus. These have ranged from pro-
posals to completely eliminate the title V program to proposals to
change the administrative and program structure by transferring
all or a portion of the program from the Department of Labor to
the Department of Health and Human Services, and to replace the
subsidized job concept with one which would assist older persons to -
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create their own business. All of these proposals were ultimately
rejected by Congress which has supported the title V program in
its current form and which has voted for program expansion by in-
creasing appropriations 22 percent from its 1980 level. In its fiscal
year 1986 budget submission, the administration made no recom-
mendations for changes in the existing structure of the program.

CSEP is one of the few remaining direct job creation programs
since the elimination of the Comprehensive Employment and
Training Act and the Public Service Employment programs. The
program has seen steady increases in funding and participant en-
rollment since its inception. In the 1968-69 program year, the first
full year of its operation in a form similar to the current program,
participant enrollment was 2,400 with a budget of $5.5 million. In
fiscal year 1985, title V funding appropriations are $326 million
(representing about 28 percent of total funds appropriated under
the Older Americans Act of 1965) and funding about 63,783 posi-
tions.

Although the program supports a relatively small number of
jobs—about 64,000 in the 1985-86 program year—it is the most visi-
ble federally supported employment program for older persons.
Evaluations and program reviews conducted on the program in
recent years have generally proven positive and in 1985 the De-
partment of Labor began its first major program evaluation. De-
spite proposals by the Reagan administration to change or termi-
nate the program, Congress has supported the program by increas-
ing appropriations and has made no major structural changes.

B. ISSUES

1. MANDATORY RETIREMENT

The most clearcut form of age discrimination is mandatory re-
tirement rules. According to a recent Department of Labor study,
51 percent of the Nation’s work force faced an arbitrary mandatory
retirement age in 1980, usually age 70, while 45 percent faced no
mandatory retirement age. Mandatory retirement rules are subsid-
ing, but they persist for a variety of reasons. Many employers per-
ceive older workers as a group to be ill-suited for certain jobs be-
cause of declining mental and physical capacity, an inability to
learn, a lack of creativity, and inflexibility. Vast amounts of re-
search on the abilities of older workers, however, consistently .
refute these employer-held stereotypes. Several Senate bills pend-
ing in the 99th Congress would remove the upper age limit in the
ADEA. The effect of removing the upper age limit in the ADEA
would be to protect workers aged 40 and above against discrimina-
tion in all types of employment actions, including mandatory re-
tirement, hiring, promotions, and terms and conditions of employ-
ment.

Organizations for the aged and others in favor of eliminating
mandatory retirement argue that judging a person’s qualification
for a job solely on the basis of age, without regard to fitness for a
job, is inequitable and that chronological age alone is a poor predic-
tor of ability to perform a job. Other arguments for eliminating
mandatory retirement include: (1) Older workers discriminated
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against may lose income; (2) the loss of status associated with the
loss of a job may result in the deterioration of mental and physical
health for the older person; (3) the loss of skills and experience
from the work force due to mandatory retirement results in a loss
to our Nation’s productivity and gross national product (GNP); and
(4) allowing workers to stay on their job longer helps the financial
status of the Social Security and other retirement systems because
payment of full retirement benefits is deferred until a later age
and continued contributions will flow into these programs.

Employers and others in favor of retaining mandatory retirement
note that older persons, as a group, may be less well suited for
some jobs than younger workers because declining physical and
mental capacity are found in greater proportion among older per-
sons and because they do not learn new skills as easily as younger
persons. Other arguments against eliminating mandatory retire-
ment include: (1) Mandatory retirement preserves the dignity of
the older worker who is no longer capable of performing his or her
job adequately, and who would otherwise be singled out for dis-
charge in a personally damaging proceeding; (2) mandatory retire-
ment provides a predictable situation allowing both management
and employees to plan for the future; (3) older workers can often
retire with Social Security or other retirement income, making jobs
(and promotions) available to younger workers who do not have
other income potential; and (4) by opening up jobs, mandatory re-
tirement also provides more opportunities to women and minorities
who are under-represented in certain occupations.

The Reagan administration’s support for legislation to abolish
mandatory retirement has been inconsistent. In April 1982, the
President endorsed the elimination of mandatory retirement,
saying, “I will back legislation which eliminates mandatory retire-
ment requirements in government and private industry based
solely on age.” :

Soon after that statement was made, however, administration of-
ficials stated before congressional committees that the President
supported removal of the upper age limit only for forced retire-
ment, but that other aspects of employment, such as hiring and
promotions, could be subject to age 70 limits. Since then, the ad-
ministration has given lukewarm support to even such a narrowly
focused bill.

The key political issues in the debate over mandatory retirement
have little to do with the merits of the issue. Indeed, there is re-
markably little opposition to the full elimination of mandatory re-
tirement. A survey released in January 1985 showed that 70 per-
cent of Americans disapprove of mandatory retirement and there is
little evidence that a glut of older workers is holding back younger
ones. Instead, the debate hinges on three related concerns: (1)
Whether amendments to the ADEA should also modify the enforce-
ment procedures specified in the original act; (2) whether an ex-
emption allowing mandatory retirement at age 70 should be includ-
ed for tenured faculty at institutions of higher education; and (3)
whether an exemption allowing early forced retirement should be
added for State and local law enforcement and firefighting person-
nel. Each of these is discussed below.
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2. ADEA ENFORCEMENT PROCEDURES

One legislative proposal would eliminate jury trials and liquidat-
ed damage awards under the ADEA. This bill had support from
business associations, such as the Chamber of Commerce, but was
vigorously opposed by aging organizations and the plaintiffs’ bar.
ADEA enforcement procedures are currently modeled after those
in the Fair Labor Standards Act [FLSA]. Employers argue that
title VII of the Civil Rights Act—which prohibits employment dis-
crimination on the basis of race, color, sex, religion, or national
origin—does not allow jury trials nor liquidated damage awards.
Age discrimination cases, they argue, should not be treated differ-
ently. Some believe that litigating an age claim before a jury de-
creases an employer’s chances because juries tend to concern them-
selves only with whether the employer’s actions are fair as opposed
to nondiscriminatory. They also believe that juries tend to sympa-
thize with the plight of aging plaintiffs and make unreasonably
large awards against private business.

Those in favor of retaining the enforcement procedures in cur-
rent law note that liquidated damages are only payable if there is
a willful violation of the act, making the provision a deterrent to
such violations. Advocates for liquidated damages also say that
such awards are important because judges are reluctant to order
job reinstatement or monetary awards beyond the date of the deci-
sion, even though the plaintiff may continue to experience prob-
lems securing appropriate employment. On the jury trial issue,
there is no clear-cut evidence that juries are more sympathetic to
aggrieved older workers than are judges. A recent study by Bar-
bara Fosberg, in which 239 ADEA cases were analyzed, indicates
that jury verdicts show no bias toward plaintiffs.

3. MANDATORY RETIREMENT FOR TENURED FAcuULTY

An exemption in the 1978 amendments to the ADEA allowed
mandatory retirement of tenured faculty at institutions of higher
education at age 65 until July 1, 1982, when the age was raised to
70. Several legislative proposals would allow tenured faculty to be
mandatorily retired, in the event that the current age 70 cap is
lifted for other workers.

The DOL recommends a temporary exemption for faculty at age
70, if the age cap is eliminated for others, to allow colleges and uni-
versities time to evaluate retirement trends. Several points have
been made in support of the mandatory retirement of tenured fac-
ulty:

—ZAccording to DOL, the salaries of faculty nearing retirement
are about twice those of newly hired faculty. Prohibiting man-
datory retirement might exacerbate the financial problems col-
leges and universities are facing because of the reductions in
public funds and student enrollments. Reduced enrollments,
because of fewer numbers in the traditional college age group,
mean fewer opportunities to hire new faculty.

—Prohibiting mandatory retirement may make it more difficult
for higher education institutions to employ more women and
minorities as faculty members.
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—Governing boards and State institutions may reevaluate the
tenure system if there is no mandatory retirement age. Tenure
protects academic freedom by prohibiting dismissals except
under specific conditions. Some would argue that without a
mandatory retirement age, tenure would guarantee indefinite
employment—a situation which would be unacceptable to uni-
versity administrators and which would eventually jeopardize
the tenure system.

The DOL study indicates that the consequences of raising the re-
tirement age to 70 for faculty include modest cost increases and de-
creased new faculty appointments, but the duration of the impact
on higher education faculty, at least from raising mandatory retire-
ment from age 65 to 70, will be short lived. It adds, however, that
“removal of any mandatory retirement age may pose more difficult
adjustment problems.”

According to testimony before the Labor and Human Resources
Committee, faculty and higher education administrators are gener-
ally in agreement in seeking a permanent exemption for any un-
capping of the mandatory retirement age for tenured faculty. The
American Federation of Teachers [AFT], however, and reportedly
the National Education Association [NEA], oppose such exemptions
for faculty.

Those who oppose the exemption believe that there are not suffi-
cient reasons to single out faculty for special, discriminatory treat-
ment. The NEA calls it double discrimination—once on the basis of
age and again on the basis of occupation. Opponents of the exemp-
tion argue that colleges and universities are using mandatory re-
tirement as a way to rid themselves of unproductive professors, in-
stead of dealing directly with a problem that can afflict faculty
members of any age. They claim that there is no evidence that
many professors would stay past 70 even if they could, and that
predictions of dire consequences from uncapping the retirement
age may be exaggerated. According to the Teachers Insurance An-
nuity Association and College Retirement Equities Fund, the aver-
age age at which faculty members begin collecting their pensions—
which usually represents a retirement date—has been declining
over the past 10 years.

4. EXEMPTION FOR STATE AND LocAaL PuBLic SAFETY OFFICERS

As earlier noted, the ADEA allows an exception against age dis-
crimination in the workplace where “age is a bona fide occupation-
al qualification reasonably necessary to the normal operation of a
particular business, or where the differentiation is based on reason-
able factors other than age.” The bona fide occupational qualifica-
tion [BFOQ] defense has been most successful in cases that involve
the public safety. In general, courts have allowed maximum hiring
ages and mandatory retirement ages for bus drivers and airline
pilots, and, on occasion, police officers and firefighters because the
safety of the public was at stake. The courts, however, have been
inconsistent and the lack of clear judicial guidance has prompted
calls for reform.

Several bills introduced in the 99th Congress would exempt State
and local government firefighters and law enforcement officers

58-335 0 - 86 - 5
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from protections of the act related to hiring and discharging. If en-
acted, these amendments would allow age to be a determining
factor in hiring or discharging public safety officers, but such em-
ployees would still be protected from age discrimination in promo-
tions, compensation and other terms, conditions, and privileges of
employment.

The issue of whether public safety officers should be treated like
other employees under the ADEA arose after the Supreme Court,
on March 2, 1983, in EEOC v. Wyoming, determined that the
State’s game wardens were covered by the ADEA. Wyoming’s
policy of mandatory retirement at age 55 for State game wardens
was ruled invalid unless the State could show that age is a BFOQ
for game wardens. Wyoming had not attempted to establish a
BFOQ in this case, but had instead argued that application of the
ADEA to the State was precluded by constraints imposed by the
10th amendment on Congress’ commerce powers—an argument not
sustained by the Court.

Many States and localities have mandatory retirement age poli-
cies below age 70 for public safety officers and are concerned about
the impact this decision will have. As a result, legislation has been
introduced to exempt public safety officers from some or all of the
ADEA provisions. Supporters of such legislation note that Federal
law generally requires mandatory retirement at age 55 for Federal
law enforcement officers and firefighters and say there is nothing
to justify treating State and local personnel differently. They also
argue that the mental and physical demands, and safety consider-
ations for the public, the individual, and coworkers who depend on
each other in emergency situations, warrant mandatory retirement
ages below 70 for these State and local workers. Sponsors of the
legislation believe that it would be difficult to establish that a
lower mandatory retirement age for public safety officers is a
BFOQ under the ADEA—as allowed in the Wyoming case—because
of conflicting court decisions; and even if possible, would require
costly and time consuming litigation.

In an interesting development along these lines, in June 1985,
the Supreme Court rendered two decisions in cases arising under
the ADEA favorable to employees who had challenged the manda-
tory retirement policies of their employers. The first case, Johnson
v. Mayor and City Council of Baltimore, Nos. 84-518 and 84-710
(June 18, 1985), involved six firefighters who challenged the City of
Baltimore’s municipal code provision that established a mandatory
retirement age at 55 for firefighters. The Court of Appeals, accept-
ing the city’s argument, had held that the Federal civil service
statute, which requires most Federal firefighters to retire at age 55,
constituted a bona fide occupational qualification (BFOQ) for the
position of firefighters employed by the city. The Supreme Court
reversed this decision, stating that nothing in the Wyoming deci-
sion or the ADEA warrants the conclusion that a Federal rule, not
found in the ADEA, and by its terms applicable only to Federal
employees, necessarily authorizes a State or local government to
maintain a mandatory retirement age as a matter of law. The
Court found that it was Congress indisputable intent to permit de-
viations from the mandate of the ADEA only in light of a particu-
larized, factual showing. The Court concluded that Congress deci-



119

sion to retire certain Federal employees at an early age was not
based on a BFOQ, but instead dealt with idiosyncratic problems of
Federal employees in the Federal civil service. Accordingly, the
Court ruled that a State or private employer cannot look to exemp-
tions under Federal law as dispositive of BFOQ exemptions under
the ADEA. There is a need, the Court said, to consider the actual
tasks of the employees and the circumstances of employment to de-
termine when to impose a mandatory retirement age.

The second case, Western Airlines, Inc. v. Criswell, No. 84-127
(June 18, 1985), raised a challenge under the ADEA to Western
Airline’s requirement that flight engineers, who do not operate
flight controls as part of the cockpit’s crew unless the pilot and co-
pilot become incapacitated, were subject to mandatory retirement
at age 60. The Supreme Court upheld a jury verdict for the plain-
tiffs against an airline defense that the age 60 requirement consti-
tuted a BFOQ. The Court confirmed that the BFOQ defense is
available only if it is reasonably necessary to the normal operation
or essence of a defendant’s business. The Court also noted that an
employer could establish this defense only by proving that substan-
tially all persons over an age limit would be unable to perform
safely and efficiently the duties of the job, or that it would be im-
possible or highly impractical to deal with older employees on an
individualized basis.

In both of these cases, a unanimous Court seemed to be looking
very critically upon attempts to expand the BFOQ defense beyond
specific high risk occupations. The Court also stressed the relation-
ship between individual performance and employment in a particu-
lar task, rather than reliance on a standard of chronological age
disqualification. Thus, by adopting a very narrow reading of the
BFOQ exemption, the Court appears to have strongly endorsed in-
dividualized determinations. The fate of airline pilots and certain
other occupations remain undecided—but the direction the Court
took in the Johnson and Western cases was widely acclaimed by
older workers advocates and aging organizations.

Those opposed to exempting safety officers from the ADEA note
that age affects each individual differently, and they say there are
tests that can be used to measure the effects of age on individuals,
including those that measure general fitness, cardiovascular condi-
tion, and reaction time. Employers have questioned the feasibility
of individual employee evaluations, and some have cited the diffi-
culty involved in administering the tests because of the technologi-
cal limitations concerning what human characteristics can be reli-
ably evaluated, the equivocal nature of test results, and economic
costs.

In general, the courts have upheld age as a BFOQ when employ-
ers were able to demonstrate that all or nearly all workers beyond
a specified age could not perform safely or effectively, or that indi-
vidual testing of workers was either impractical or insufficiently
developed. As a result, individual testing policies and procedures to
replace age restriction policies in public safety occupations have re-
cently gained attention. An important contribution to knowledge in
this area is a September 1985 report entitled “Measuring Vitality
and Performance in Aging Workers,” prepared by the Congression-
al Research Service at the request of the House Select Committee
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on Aging, which presents the scientific capabilities and limitations
of selected testing procedures. While the controversy concerning in-
dividual worker evaluations as an alternative to age limitations is
far from over, reports such as this will help to achieve an ideal
level of protection to public safety while guarding employees
against arbitrary age restrictions. In the meantime, technology for
scientifically based assessment will continue to develop and to fur-
ther oust the use of chronological age by employers.

5. PENSION ACCRUALS

Under the present interpretation of the 1978 amendments to the
Age Discrimination in Employment Act, pension plans regulated
under the Employee Retirement Income Security Act [ERISA] are
not required to continue accrual of pension credits for employees
who work beyond normal retirement age. This acts as a disincen-
tive to employment for older workers. Under the currently allowed
mandatory retirement age of 70, continued accrual of pension cred-
its would result in an estimated 50,000 more workers age 60 to 70
in the labor force by the year 2000. If the age 70 limit was removed
as well, a total of 68,000 more men age 60 to 70 probably would be
in the work force by that year. These statistics suggest that the dis-
continuation of pension benefit accruals are a modest disincentive
for continued employment beyond age 65 for at least a portion of
the work force.

Following the 1978 ADEA amendments, the Department of Labor
[DOL] published an interpretative bulletin on the act in May 1979.
The DOL intrepretation allowed employers to cease pension contri-
butions and pension credits for active employees who work beyond
the normal retirement age specified in their pension and retire-
ment plans. Specifically, these rules interpret the ADEA to permit
pension plans to: (1) cease employer contributions at “normal re-
tirement age” (65 years of age under most plans); (2) cease credit of
years of service, salary increases, and benefit improvements which
occur after an employee reaches the normal retirement age speci-
fied in the plan; and (3) not adjust actuarially the benefits accrued
as of normal retirement age for an employee who continues to
work beyond that age (29 CFR 860.120).

Shortly after the publication of these interpretations, the admin-
istrative and enforcement authority under the ADEA was trans-
ferred from DOL to the Equal Employment Opportunity Commis-
sion (EEOC). The EEOC subsequently commenced a review of the
factors relevant to the DOL interpretation by requesting public
comments on the continuation of present practices (48 FR 41436,
Sept. 15, 1983). Numerous groups and individuals responded to the
request, providing the EEOC with hundreds of pages of informa-
tion, most of which supported prohibiting employers from discon-
tinuing pension benefit accruals at the normal retirement age.
EEOC evaluated the public responses and, on June 26, 1984, voted
to rescind the DOL opinion that accruals were not required and to
replace it with a new proposal that will require continued contribu-
tions and crediting for workers past normal retirement age.

Despite the Commission’s unanimous vote to move forward with
the change, the regulations must still go through a number of pro-
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cedural hurdles which may be quite formidable. They must go
through a process of obtaining comments from other concerned
Government agencies and these final comments are not expected
before spring or summer of 1986. In addition, a regulatory impact
analysis, prepared by EEOC, must be reviewed by the Office of
Management and Budget [OMB] prior to publication. Only if OMB
signs off on the regulations will they be published for public com-
ment and final Commission approval. The failure of EEOC to act
on its policy change was the basis of an administrative petition for
rulemaking filed with the EEOC by several national aging organi-
zations and older workers in October 1985.

Supporters of the current interpretations oppose any change in
the status quo on the grounds that a change in the rules would cost
employers an exorbitant amount of money. Employers argue that
when the Employee Retirement Income Security Act, which regu-
lates private pension plans, was enacted, Congress unequivocally
determined that retirement plans would not be required to recog-
nize employment beyond normal retirement age either by accruing
benefits or by actuarial adjustments to existing benefits. Further,
they suggest that the legislative history of the 1978 amendments to
the ADEA confirm congressional intent allowing reductions in em-
ployee benefits on the basis of age. If this viewpoint is correct, and
the ADEA amendments were not intended to change the intent
manifested by Congress at the time ERISA was passed, then legis-
laition is necessary to require employers to continue benefit accru-
als.

Proponents of continued pension benefit accruals beyond normal
retirement age have argued that the current DOL/EEOC interpre-
tations, insofar as they permit pension benefits to be frozen or sus-
pended, are contrary to ADEA’s policy promoting employment of
older persons by prohibiting employer discrimination against older
employees based on age alone. Reversing the 1979 interpretation
would advance the individual civil rights of older employees by re-
moving one more barrier to equal employment opportunity for
older workers. From this viewpoint, freezing pension benefits at
normal retirement age confers an undeserved windfall on employ-
ers. They suggest that the purpose of pension plans, which is to in-
crease the retirement income of the elderly, could be furthered at
little or marginal cost to the employer by extending the accrual of
pension benefits beyond normal retirement age.

In the past there has been a dearth of empirical information to
help discern the costs of requiring employers to continue pension
contributions. To help rectify this situation, the American Associa-
tion of Retired Persons commissioned William M. Mercer-Mei-
dinger, Inc., to do a comprehensive study of the cost to employers
and the benefits to employees if the practice of ceasing pension
contributions was eliminated. The major findings of the October
1985 study, which has been printed by the Special Committee on
Aging, are:

1. The total annual value of pension benefits lost because
employers do not grant full pension credit to those employees
working beyond age 65 is approximately $450 million.

2. If there is no increase in the number of employees over
age 65 and pension plans provide continued contributions and
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crediting, the increase in the employer cost in the first year
would amount to $51.5 million, less than one-tenth of 1 percent
(0.08 percent) of total U.S. pension costs. Over 20 years, the
annual employer cost increase would remain under 1 percent.

3. As the number of employees over age 65 increases, em-
ployer pension costs will decline since the costs of continued
contributions and crediting is more than offset by gain that re-
sults from the shortened duration of pension payments.

4. If post-65 pension contributions and crediting encourage
more employees to work beyond age 65, substantial Social Se-
curity benefits would not be paid. The study estimates that if
age 65 through 69 employment increases by 10 percent, yearly
Social Security benefits not paid would be $295 miltion.

Opponents of the exemption of pension accruals also note that
half of all plan sponsors already permit continued accrual, appar-
ently without putting an undue strain on their plan. This is largely
due to the employers’ ability to fund such continued accruals over
the entire length of an employee’s career, thereby spreading out
the cost to make it more manageable. Finally, if discontinued ac-
cruals cause earlier retirement, pension plans will be required to
pay out benefits earlier and for a longer period of time. This ne-
gates any savings that might have occurred because of discontin-
ued accruals.

The absence of pension accruals can be very costly to older em-
ployees. While relatively few older persons choose to work after age
65, halting accruals for those who do results in a substantial loss of
retirement benefits. An October 1984 study by the Employee Bene-
fit Research Institute found that an employee delaying retirement
can lose up to half the value of benefits accrued at age 65. This
loss, in turn, acts as a disincentive to continued employment and
may discourage employees from postponing their retirement. In the
face of serious economic pressures on this Nation's retirement
income systems, and with a dramatic decrease in new entrants to
the labor force, it is imperative that continued employment for
older workers be encouraged. Clearly, the benefits associated with
eliminating obstacles to employing older workers far outweighs the
minimal cost of continued accruals.

- 6. APPRENTICESHIP PROGRAMS

Interpretations currently in effect at the Department of Labor,
exempt apprenticeship programs from coverage of the ADEA. This,
in effect, permits employers and labor unions to exclude men and
women over age 40 from entering these programs solely on the
basis of their age. The Department of Labor has viewed the elimi-
nation of the exemption as detrimental to the promotion of such
programs in the private sector since they are widely seen as a
training program for youth in which the initial investment and
training can be recouped over the apprentice’s worklife. Elimina-
tion of the exemption is also opposed on the ground that it will
cause an even higher rate of joblessness among this country’s
youth. The counter to this argument, however, is that the high un-
employment rate has continued despite the current regulations,
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which indicates that age limits in apprenticeship programs do not
bear on youth unemployment levels.

A 1983 decision in Quinn v. New York State Electric & Gas Corp.,
569 F. Supp. 655 (1983), held that neither the language of the
ADEA nor its legislative history support a conclusion that Congress
intended to exempt apprenticeship programs from the ADEA. Fol-
lowing this decision, the EEOQC decided to reconsider the exemption
and, on June 13, 1984, voted to rescind the current exemption and
issued proposed regulations which would prohibit arbitrary age dis-
crimination in such programs. The regulations, however, have lan-
guished before the Office of Management and Budget, apparently
because the Department of Labor has opposed the proposed change.
In the meantime, the current age restrictions are having a serious
adverse effect upon the employment opportunities and economic
fortunes of older workers.

7. HEALTH CoSTS

While we have witnessed a steady decline in labor force partici-
pation by older people over the past several decades, concerted ef-
forts are now being directed toward reversing this trend. “Worklife
extension” is the term used to describe the move to extend the
worklife of older persons willing and able to work. An important
theme in the discussion of worklife extension is the health of the
older population. Employers and policymakers are concerned about
the health implications of extend worklife, especially as they relate
to issues of labor supply, productivity, employee health costs, and
health maintenance.

A February 1985 information paper entitled “Health and Ex-
tended Worklife,” prepared for use by the Special Committee on
Aging, presents information about the health status of older per-
sons as it may relate to extended work lives. The findings of the
study indicate that the noninstitutionalized older population, and
particularly the younger members of that population, are healthier
than is widely believed. Health is one of several variables which
affect the supply of workers, their level of productivity, and their
utilization of health services and the new data presented in the
paper will assist the Congress and employers in making informed
decisions about employment and retirement issues.

Conventional wisdom suggests that older workers are paid more
than younger workers for the same job and that, therefore, older
workers are more expensive. This rationale has frequently been
used to support early retirement programs on the assumption that
younger workers can be hired at lower cost to replace older work-
ers. There is, unfortunately, a dearth of empirical information to
help discern whether it costs more to employ older workers than
younger workers. In September 1984, the Special Committee on
Aging released an information paper which examines factors relat-
ed to patterns of labor costs by age, and discusses direct compensa-
tion, employee benefits, turnover, training, performance, and pro-
ductivity:

The evidence indicates that there are some types of employment
costs which vary by age, and that overall compensation costs in-
crease by age, largely because of increasing employee benefit costs.



124

There is, however, no statistical evidence that direct salarly costs
on an economywide basis increase by age. Employee benefit costs
are not usually separated by age, and individual employers do not
generally make hiring and retention decisions on the basis of bene-
fit costs. General increases in medical care costs, combined with an
expanding set of laws and regulations, have served, however, to
focus the spotlight on employee benefit costs for older workers, and
it is possible that employers will give more consideration to this
issue in the future.

The belief that older workers cost more seems generally related
to feelings about performance and productivity. There is no statisti-
cal evidence to indicate generally poorer performance or productiv-
ity by age, and the limited data available refutes the basic notion
that older workers are less capable. However, there is a significant
issue relating to maintenance of skills and training. Over time, as
the nature of work changes and the skills of the employee are not
kept up to date, there will be an increasing mismatch of skills to
the job, leading to deterioration of performance on that specific job.
If older workers are to be cost effective, their skills must be con-
tinuously updated through training and education to assure contin-
ued productivity. The two major conclusions of the information
paper are as follows:

—It is extremely important to encourage the maintenance of
skills and lifelong education to prevent older worker obsoles-
cence and to provide individuals with the skills to compete on
a fair basis for jobs within or outside of their companies. Up-to-
date skills are more important than any age-related capabili-
ties in human resource cost and older worker productivity.

—Legislative and regulatory requirements affecting employment
costs for older workers should not place undue cost or adminis-
trative problems on employers. Such requirements can discour-
age the employment of older workers.

Employer’s concerns about the rising cost of providing health in-
surance for older workers has been worsened by recent legislative
action. In the last decade there has been an increasing trend by the
Federal Government to seek ways to curb the rising cost of Medi-
care by shifting costs to private payors. The Tax Equity and Fiscal
Responsibility Act of 1982 [TEFRA], legislated changes in Medicare
coverage for older workers. As of January 1983, employers can no
longer advise workers that they are to be dropped from company
group health insurance plans at age 65 because they are eligible
for Medicare. TEFRA requires that company plans bear the pri-
mary insurance costs of illness, while Medicare becomes secondary.

The TEFRA requirement will raise employer costs in two ways.
First, costs will rise for employees age 65 through 69 who previous-
ly were covered by employer plans, because these plans now are
the primary payer of benefits. Second, employees age 65 through 69
who previously were excluded from employer health plans must
now be covered if the employer offers a plan to any of its employ-
ees.

A report released in June 1983, by ICF, Inc., estimated that
about 434,000 private sector workers age 65 through 69—about 37
percent of all private sector workers in this age group—will be af-
fected by these changes, at a total cost to employers of about $500
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million. About 286,000, or 66 percent, of these. workers were previ-
ously covered by employer plans. The additional health plan costs
for these workers are estimated to be about 8 percent of their total
compensation costs before the amendments. In addition, about
148,000 workers who were previously excluded from coverage are
likely to be covered by employer plans. The health plan cost of
these workers is estimated to be about 13 percent of their total
compensation costs before the amendments. The study concludes
that these changes may initially reduce the demand for workers of
this age by about 1 percent.

Another issue, not discussed in the above study, is the difficulty
some employers—particularly those with few employees—are
having in finding adequate health insurance coverage for their
older workers. Indeed, in 1983 the Wall Street Journal reported
that insurance companies know that groups with older people in
them will run up bigger medical bills than those with younger par-
ticipants. As a result, insurance premiums for the group have
soared and some insurance companies have gotten out of the small-
group business altogether as unprofitable. The employer, in turn,
has been forced to shop for cheaper coverage, but even this is be-
coming more difficult as the companies that still cover small
groups are being extra selective. Higher insurance premiums for
veteran employers can mean another disincentive for those employ-
ers to hire and retain older workers.

Two major provisions in the Deficit Reduction Act of 1984
[DEFRA] will have some effect on the costs of employing older
workers and on the costs to older workers of remaining employed
longer. The first is section 2301 of DEFRA, which modifies the
working age provision—originally included in TEFRA—such that
employers must offer group health coverage to an employee who
has not reached age 65, if the employee has a spouse age 65
through 69. If such an employee elects the group coverage—versus
Medicare coverage for the spouse—the employer must offer cover-
age that is the same as that offered to employees with spouses
under age 65. In such cases, Medicare would be the secondary
payor, while the employer sponsored plan would be primary. The
implications of this provision for employers are relatively minor
when taken alone, but when added to the effects of already existing
cost factors they are significant. Now employers have yet another
reason not to hire or retain older workers—those under age 65—
because if they have an older spouse, the employer, rather than
Medicare, is required to pay the health costs for the spouse. These
added costs may encourage employers to steer clear of older work-
ers.

The second provision, section 2338 of DEFRA, removes a disin-
centive to older workers of remaining on their employer’s health
plan. Under the TEFRA provision, those employees who elected,
after age 65, to remain in the employer health plan would have
been penalized for not enrolling in part B of Medicare upon their
65th birthday. This penalty amounts to a 10-percent increase on
annual premiums for each 12 months that the employee does not
enroll after his or her 65th birthday. Since the Medicare coverage
was duplicative of the employer plan there was no need to enroll in
part B until after retirement—except for the stiff penalty imposed.
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DEFRA waives the part B premium for workers and their spouses
aged 65 through 69 who elect private coverage under the provisions
of TEFRA. It also establishes special enrollment periods for such
workers. The waiver applies for the period during which an indi-
vidual continues to be covered under an employer’s group health
plan.

Despite concerns among employers about the costs of older work-
ers, the Federal Government is seeking ways of keeping older
workers in the labor force. The most notable example of this are
the 1983 amendments to the Social Security Act. The compromises
that resulted in the amendments (Public Law 98-21) reflect the
belief in Congress that older people are healthier today and there-
fore, can continue to work longer. The desired effect of the amend-
ments is that older workers will be discouraged from leaving the
labor force by an increase in the penalty for early retirement, an
increase in the age at which full retirement benefits are paid, an
increase in the delayed-retirement credit, and a reduction in the
penalty on earnings after retirement.

A provision in the Social Security Amendments of 1983 calls for
the Secretary of Health and Human Services [HHS] to study the
law’s implications for workers who, because they are engaged in
physically demanding jobs or are unable to extend their working
careers for health reasons, may not benefit from improvements in
longevity. A full report, including any recommendations for provid-
ing protection against risks associated with early retirement be-
cause of health reasons, is due to be submitted to Congress by Jan-
uary 1, 1986.

C. RESPONSES

1. LEGISLATION

A number of bills dealing with older workers and age discrimina-
tion in employment issues were introduced during the first session
of the 99th Congress. The majority of these bills are still at the
committee level, awaiting further action. During the first session,
Members of Congress were consumed with budgetary concerns and,
unfortunately, little attention was paid to older worker issues and
programs. While the ultimate outcome of these bills is uncertain at
this time, the more important of them will be discussed in the fol-
 lowing paragraphs.

A comprehensive bill to eliminate barriers to the employment of
older workers and to provide incentives for part-time and full-time
employment of older workers was introduced by Senator Cranston
on January 1, 1985. S. 2, the Older Americans Employment Oppor-
tunities Act of 1985, amends certain Federal laws to: Eliminate the
upper age limitation of 70 years of age; prohibit any employee ben-
efit plan from requiring or permitting suspension of an employee’s
benefit accrual because of age; prohibit an employer from withhold-
ing plan benefits because of any increase in the income of the par-
ticipant due to less than 1,000 hours of employment during a calen-
dar year; include low-income older workers as members of targeted
groups for purposes of the tax credit for employment of certain
new employees; reduce the rates of employment taxes on employ-
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ees and on employers by one-half in the case of workers 65 years of
age or older; and prohibit discrimination because of age in appren-
ticeship programs.

On May 2, 1985, Senators Heinz and Glenn introduced S. 1054,
the Age Discrimination in Employment Amendments of 1985, to
amend the ADEA to remove the maximum age limitation (age 70).
A similar bill, H.R. 522, was introduced in the House of Represent-
atives by Congressman Claude Pepper on January 7, 1985. The dif-
ference in the two bills is that H.R. 522 includes a provision which
allows compulsory retirement of tenured faculty of an institution
of higher learning until July 1, 2000, while the Senate bill contains
no such exemption. Legislation introduced by the Chairman of the
Select Committee on Aging, Congressman Roybal, on March 25,
1985, would remove maximum hiring ages and mandatory retire-
ment ages for selected Federal employees not currently covered by
the ADEA (H.R. 1710, Federal Employee Age Discrimination
Amendments of 1985). ,

On the issue of State and local law enforcement officers and fire-
fighters, Senator Bradley introduced a measure to amend the
ADEA to exclude State and local law enforcement officers and fire-
fighters from coverage under the act (S. 698, Age Discrimination in
Employment Act| Public Safety Officers Amendments of 1985,
March 20, 1985). A bill introduced by Representative Hughes in the
House would also exclude firefighters and law enforcement officers
from coverage in hiring or discharging under the ADEA (H.R. 1435,
Age Discrimination in Employment Act Public Safety Officers
Amendments of 1985, March 6, 1985).

With regard to apprenticeship programs, on February 28, 1985,
Senator Riegle introduced S. 550, the Apprenticeship Improvement
Act of 1985, to prevent age discrimination in apprenticeship pro-
grams. The bill would amend the National Apprenticeship Act to
direct the Secretary of Labor, in promoting labor standards for the
welfare of apprentices, to ensure that no apprenticeship program
discriminates in admission or employment against any individual
because of age.

Senator Grassley, Chairman of the Subcommittee on Aging,
Labor and Human Resources Committee introduced S. 1427, the
Older Americans Pension Benefit Act, to prohibit the suspension of
an employee’s benefit accrued under a retirement plan solely be-
cause of age before accruing the maximum normal retirement ben-
efit. Senator Grassley also chaired a hearing, in October 1985, enti-
tled “Pension Accrual and the Older Worker,” to examine issues
relating to the legislation to require benefit accruals for persons
who work past 65. Companion legislation (H.R 2712, the Older
Workers Employment Protection Act of 1985, introduced on June
11, 1985) introduced by Representatives Biaggi, Rinaldo, and
Pepper was also considered at the hearing.

One of the most important issues before the Congress today is
the need to expand employment opportunities of those older men
and women who want to work full or part time. Substantial num-
bers of retired people would like to do productive work, rather than
retire full time, but only if more appropriate and flexible employ-
ment opportunities are made available to them and existing finan-
cial disincentives are removed. A major problem in the prolifera-
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tion of innovation among business leaders with regard to older
workers policies is the absence of information about models that
have been tried in the private sector. Examples of new personnel
policies and innovative work options to accommodate the unique
needs of older workers are given in a February 1985 information
paper, ‘“Personnel Practices for an Aging Work Force: Private
Sector Examples,” prepared for use by the Special Committee on
Aging. The information paper fills an important information gap
by providing employers, policymakers, and the general public with
descriptions of successful employment practices designed to capital-
ize on the contributions of older workers.

To commemorate older workers, Senators Heinz and Glenn intro-
duced S.J. Res. 38, authorizing and requesting the President to des-
ignate the week of March 10 through 16, 1985, as ‘National
Employ the Older Worker Week.” The resolution was passed by
Congress and signed into law by the President. The legislation
helps to focus public attention on the advantages of employing
older individuals. The week is celebrated across the Nation through
different programs, ceremonies and activities.

2. REGULATORY ACTIVITIES

As previously mentioned, Congress incorporated the enforcement
provisions of the Fair Labor Standards Act (FLSA) into the ADEA.
The Supreme Court has held that a waiver of claims under the
FLSA requires the supervision of the Department of Labor or a
court. In Runyan v. National Cash Register Corp., 759 F.2d 1253
(6th Cir. April 22, 1985), rehearing granted, June 17, 1985, the
court of appeals imposed the FLSA requirement on the age dis-
crimination statute, ruling that ADEA rights may not be waived by
a private, unsupervised agreement.

In the past, the EEOC recognized that application of the FLSA
enforcement provisions to the ADEA may be interpreted to mean
that individuals may not waive their rights or release potential li-
ability even if the action is voluntary and knowing, except under
EEOC supervision. On October 7, 1985, however, the EEOC pub-
lished a proposed administrative exemption and legislative regula-
tion under the ADEA allowing for non-EEOC supervised waivers
and releases or private rights as an exemption to the ADEA for
“any waiver of rights or release from liability by an employee or
job applicant under the act that is voluntary and knowing” (50 FR
40870; Oct. 7, 1985). The exemption would allow employers and em-
ployees or job applicants to issue private agreements which contain
waivers and/or releases of private rights under the ADEA without
the supervision or approval of the EEOC. The Commission has so-
licited comments on the proposed rule and these comments are
now under review. Because the proposal to grant blanket waivers
of individuals’ ADEA rights without (government supervision rep-
resents a significant change in current law and practice, and could
threaten older workers’ basic rights and protections, their rescis-
sion has been urged by Senator Heinz, chairman of the Senate Spe-
cial Committee on Aging and Representative Roybal, chairman of
the House Select Committee on Aging. As of the time of this writ-
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ing, the Commission is reviewing comments from interested per-
sons and has not yet reached a final decision on the proposed rule.

D. PROGNOSIS

Despite a broad consensus that individuals should not be dis-
criminated against based on their age, discrimination is still widely
practiced and stereotypes of useless, burned-out older workers per-
sist. Protections do exist for older workers to prevent and punish
age discrimination-—and these are important to the few who take
advantage of them—but they are often incomplete and ineffectual.
Demographic trends dictate that the ADEA issue will become more
active both legally and politically—and will result in increased
demand for clearer positions on the language found in the ADEA.
While there is no perfect system for correlating age and the at-
tributes required by certain jobs, the decade of the 1980’s can be
expected to bring increasingly accurate measurements of individual
functional ability.

The decades long trend toward earlier retirement continues una-
bated, and there appears to be nothing on the short-term horizon
that will alter that trend. Certain policies and practices, such as
the denial of pension credits after age 65, the prevalence of nonac-
tuarially reduced private pension credits offered for early retire-
ment, and lucrative early retirement opportunties, provide strong
disincentives to delayed retirement. In the face of these policies
and practices, it is unlikely that early retirement will become less
popular or necessary in the near term.

Members of Congress are increasingly aware of the potential
costs of earlier retirements, but nothing in the first session of the
99th Congress addressed this problem in any significant way. The
extensions of the Age Discrimination in Employment Act to Ameri-
cans working for U.S. firms abroad, and the liberalization of the
“executive exemption,” will have some beneficial effect on employ-
ment patterns of older workers, but these were probably offset in
large measure by the extension of the working aged provisions to
aged spouses of older workers. The most significant legislation in
recent years to have some potential effect on future employment
and retirement patterns was the 1983 amendments to the Social
Security Act. These amendments increased the costs to older em-
ployees of retiring early. It could, therefore, be presumed that older
workers may decide to remain on the job longer. Unfortunately,
preliminary analyses of survey data on older workers indicate that
these disincentives may not affect retirement patterns in any sig-
nificant way. Their net effect, if these initial studies are correct,
would be merely to lower the incomes of future retirees, rather
than to encourage longer work lives.

On a more positive note, the Federal Government has taken
some positive steps toward improving employment opportunities
for older workers. The specific older worker provisions of the Job
Training Partnership Act and the title V program are a step in the
right direction, toward improvement of the skills of older workers
so that they can compete more effectively in the job market. When
these efforts are combined with improvements in the economy and
a declining unemployment rate, the future could be brighter for
those older workers who desire to work and are capable of doing so.
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LOW-INCOME ASSISTANCE PROGRAMS

Public policy has long sought to provide an adequate retirement
income for most of the population through the combination of
Social Security, private pensions, and personal savings. However, it
has also recognized the need for programs to supplement the basic
incomes of the large number of people who do not qualify for earn-
ings-based programs, or whose income from all sources is inad-
equate to maintain a minimum standard of living. The assistance
programs that have developed play a vital role in assuring a mini-
mum level of income to the poor and low-income elderly.

Two programs play an especially important role in providing
income support to the needy aged—Supplemental Security Income
(SSI) and Food Stamps. SSI is a cash assistance program providing
monthly benefits to low-income aged, blind, and disabled individ-
uals. The Food Stamps program provides low-income households
wli_th monthly coupons for use in the purchase of basic food sup-
plies.

The 5-year period ending in 1985 has witnessed constant debate
and a gradual, three-stage evolution of policy governing the Feder-
al role in combating poverty. In the early years of the Reagan ad-
ministration, the perception—as expressed by the President—that
the greedy as well as the needy had become beneficiaries of the
safety net of poverty programs gave impetus to a reduction in the
scope of the Federal role in poverty programs. In 1981 and 1982,
the administration proposed a vast number of legislative and ad-
ministrative changes designed to implement this philosophy. While
Congress rejected many of these proposals, it was clear that Feder-
al policy had undergone major changes.

In 1983 and 1984 however, following a recession and congression-
al elections, the pace of change slowed dramatically. Any changes
that did occur in this period were either minor program changes,
or did not directly affect the elderly. In fact, outlays in the SSI ac-
tually increased.

In 1985, Congress acted to protect programs for the poor from
futher cuts. In the fashioning the Balanced Budget and Emergency
Deficit Control Act of 1985, termed the Gramm-Rudman-Hollings
Act (Public Law 99-177), Congress specifically excluded SSI and
Food Stamps from the automatic cuts that the act imposed. Con-
gress also excluded from the act the Aid to Families with Depend-
ent Children [AFDC] program, the Women, Infants and Children
[WIC] nutrition program, and several -other poverty programs.

Congressional opposition to. spending reductions in low-income .
assistance has been based on a concern that further cuts would se- -
verely affect the-deserving poor- whom the programs seek to help.
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In addition, recent studies indicated that the majority of these de-
serving poor are women, predominately single heads of households
or elderly women living alone, whose poverty results from historic
social problems over which these individuals had no control. Con-
gressional resistance to reductions in these programs has been
strong enough to dissuade the administration from proposing fur-
ther substantial cuts in SSI or Food Stamps, although the Presi-
dent has proposed a broad study of Federal welfare programs.



Chapter 5

SUPPLEMENTAL SECURITY INCOME [SSI]

OVERVIEW

1985 saw comparatively little significant congressional activity
regarding SSI, in part because Congress has addressed a number of
concerns about the SSI Program during 1984, the 10th anniversary
of the program. As part of the Deficit Reduction Act of 1984
[DEFRA), most notably, Congress increased the resources test for
individuals from $1,500 to $2,000 and for couples from $2,250 to
$3,000, phased in over a 5-year period, and limited to 10 percent
the amount that SSA could withhold from recipient’s benefit
checks as a means of recovering overpayments. The passage of the
Social Security Disability Benefits Reform Act in 1984 also made a
major impact on SSI's standards for determination of disability
which are the same as those in the Social Security disability insur-
ance program.

In recent years SSI has escaped the budget-cutting efforts direct-
ed at other means-tested programs. This trend continued in 1985,
as Congress protected SSI in the fiscal year 1986 Budget and specif-
ically exempted SSI from the automatic budget cuts the Gramm-
Rudman-Hollings Act will impose if the Government fails to meet
its deficit reduction targets.

A. BACKGROUND

The Supplemental Security Income [SSI] Program provides a
guaranteed minimum income to the Nation’s aged, blind, and dis-
abled. Enacted in 1972 as title XVI of the Social Security Act, SSI
was designed to establish a uniform, national income floor to
insure the economic security of America’s most needy and vulnera-
ble groups. Just under 3.9 million people receive benefits from SSI,
with maximum Federal monthly benefits in 1986 amounting to
$336 for individuals and $504 for couples. SSI is financed through
general revenues, and is administered by the Social Security Ad-
ministration [SSA].

SSI was created to consolidate at the Federal level three State
administered public assistance programs—old-age assistance [OAA],
aid to the blind [AB], and aid to the permanently and totally dis-
abled [APTD]. Congress intended that Federal financing and ad-
ministration would:

(1) Simplify administration of welfare and provide fiscal
relief to the States.

(2) Provide more adequate, more uniform, and more equita-
ble benefits.

(133)
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(3) Reduce the stigma of welfare by making payments
through SSA and thereby associating SSI' with social insur-
ance.

(4) Improve incentives for the poor to seek employment; and

(5) Decrease harassment of recipients by eliminating obstruc-
tive eligibility investigations to determine need, and doing
away with lien and relative responsibility laws.

After a decade of program operation, the basic structure and pur-
pose of SSI has not changed in any substantial way. Legislation ad-
dressing SSI has primarily focused on improving administrative ef-
ficiency, increasing intraprogram equity, and protecting former re-
cipients of the State programs from losing benefits due to feaeral-
ization.

To qualify for SSI, an individual must be 65 or over, blind, or dis-
abled, and demonstrate need for income supplementation. Need is
determined through a means test which is an evaluation of income
and assets in relation to established maximum standards. In 1986,
recipient’s unearned income (Social Security and other benefits)
cannot exceed by more than $20 the maximum Federal SSI benefit
($336 for individuals, $502 for couples). In addition to meeting the
income test, assets may not exceed $1,700 for an individual or
$2,550 for couples. However, in calculating assets, the value of a
person’s home is not counted, nor are the first $4,500 in fair
market value for an automobile and the first $2,000 in equity value
for household goods and personal effects. Regulations also provide
guidelines for determining the countable value of certain other
assets, such as burial plots and life insurance policies. Eligibility
criteria for SSI are summarized below:

Basic SSI Eligibility Conditions

Aged ... 65 or older.

Blind....cooovoveviiins Vision no better than 20/200 or limited visual field of 20 degrees or less
with the best corrective glasses.

Digabled........ccoereuennne A physical or mental impairment which prevents a person from doing

any substantial work and is expected to last at least 12 months or
result in death.

Resource limits!® ....... $1,700 for individuals and $2,550 for couples.

Income limits? .......... $336 per month for individuals, and $502 per month for couples.

Citizenship .....c..c.ccen.. U.S. citizen, immigrant lawfully admitted for permanent residence, or
other persons residing in the United States under color of law.
Residency ......ccccvvvnnns Resident of the United States or the Northern Mariana Islands.

tNot all resources are counted in determining eligibility. .
2Not all income is counted in determining eligibility. Also, a person may have income above the limit and
possibly be eligible for a State supplement only, but the income levels vary among States.

(Note.—Disabled must accept vocational rehabilitation if available. Drug addicts and alcoholics must accept
appropriate treatment if available.

B. ISSUES

1. INCOME LiMiITs

From a policy perspective; many have criticized -the income
limits as being too restrictive. The income limit for individuals
($336 a month, or $4,032 a year). Clearly, a large group of people
whom'théa Census Bureau define as living in poverty are not eligi-
ble for SSI.
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Second, the law requires that gifts or inheritances, which may
not be readily converted into cash, be treated as income in the
month they are received. For instance, if an elderly SSI recipient is
given a portable radio by her granddaughter, or inherits a kitchen
table from a brother who died, she must report receipt of these
gifts to SSSA, and their value will be subtracted from here SSI
check. Many have criticized this treatment of gifts as income as a
disincentive to family and community involvement in meeting the
needs of SSI recipients. '

2. AsseTts LiMrTs

Assets limits have increased only slightly since 1974, despite a
119-percent increase in the Consumer Price Index [CPI] over the
same period. Today, it would take almost $3,000 and $5,000, respec-
tively, to purchase what $1,500 and $2,250 could purchase in Janu-
ary 1974. Even considering 1984 changes which will gradually raise
asset limits to $2,000 for individuals and $3,000 for couples by 1989,
the fact that these limits remained the same for a decade, and have
only recently been increased in small increments, represents a seri-
ous deterioration of the adequacy of SSI.

A specific problem associated with the SSI assets test is that it is
an all-or-nothing cutoff, or “cliff”” in which small differences cause
individuals to be either fully eligible or ineligible. Currently, if a
recipient goes over the limit even a small amount, perhaps from
interest in a bank account, that person is deemed ineligible for SSI
in the month or months in which there is an excess. This ineligibil-
ity usually leads to substantial overpayments, due to the fact that
the errors usually are detected only after the full benefits have
been paid to the recipient. Prior to 1985, if an SSI beneficiary ex-
ceeded the assets limit by $10, that individual’s total benefit was
eliminated; rather than reduced $10. 1984 legislation however, lim-
ited the amount of recovery of overpayments to the amount by
which the resource limit was exceeded, in cases where the excess
was less than $50. -

This problem was exacerbated by SSA’s recent policy of aggres-
sively recovering overpayments, and rarely waiving the obligation
to pay back to SSA the funds overpayed. At present approximately
20 percent of all overpayment errors in SSI result from problems
associated with bank accounts. Significantly, these errors account
for about 50 percent of the dollar amount to be collected as over-
payments.

Though there are significant problems with the assets test, many
argue that it serves a critical purpose in ensuring that only people
with few or no resources receive benefits, and that eliminating the
test would create more problems than it would resolve. For in-
stance, outright elimination of the assets test might open the pro-
gram to those with limited income, but significant resources that
might otherwise be converted to cash that could be used for self-
support. Other than eliminating it altogether, there are a number
of methods of revising the assets test. Congress could limit the type
of assets which are included in the test, eliminating the value of
insurance policies, for instance.
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Alternatively, Congress could fold the evaluation of assets into
an expanded income test, where assets are translated into an
“income stream’” over time. Assets would be totaled, and then co-
verted into a stream of cash income, using a set of specific actuar-
ial assumptions (such as life expectancy tables, projected interest
rates) to make the calculation. Under the current structure, it is
assumed an individual will consume available assets until they
drop below the SSI threshold; at that point, income supplementa-
tion will begin. Under a plan to annuitize the value of assets, an
individual would receive SSI income supplementation while spend-
ing down his or her resources over time. This would eliminate the
problem of an arbitrary cutoff point for people who are cash poor,
but happen to have some available resources. A major problem
with this approach is the difficulty of designing the basic assump-
tions that would guide the valuation of assets over time. Further,
such a change could be costly by allowing a large number of pres-
ently ineligible individuals to qualify for benefits.

3. BENEFITS

Criticism of the benefit structure in SSI has focused recently on
the one-third reduction rule for recipients living in the home of an-
other, and the personal needs allowance for institutionalized recipi-
ents. In January 1986, the maximum Federal monthly payment is
$336 for an eligible individual and $502 for an eligible couple. The
law requires a benefit reduction of one-third for those who live in
another person’s household and who receive support and mainte-
nance from that person or persons. Many groups, including the
1981 National Commission on Social Security, have recommended
that the one-third reduction be eliminated. It is very complex pro-
vision to administer, and it serves as a disincentive to SSI benefici-
aries to live with others. It may be counterproductive to discourage
SSI recipients with mental and physical disadvantages from living
with others who may be able to provide support.

Persons who reside in public institutions are usually ineligible
for SSI benefits. However, if a person lives in a community care
facility serving no moe than 16 people, that individual can often re-
ceive SSI benefits. Residents of larger health care institutions in
which Medicaid is paying for more than half of that individual’s
care are eligible for a maximum $25 monthly SSI benefit, which is
intended to cover personal confort items.

Two problems emerge in the area of SSI benefits for those living
in institutions.

First, the 16-person limit for community care excludes residents
of shelters for the homeless, and larger, shared housing arrange-
ments for mentally impaired individuals who need assistance in
daily living.

Second, the $25 personal needs allowance for residents of nursing
homes has not been changed since 1974. With the inflation that has
occurred in the past decade, the value of this monthly allowance
has substantially eroded. Many advocates have begun calling for an
increase in the personal need allowance, claiming that this group
deserves inflation-protected benefits.
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4. PARTICIPATION

Despite initial projections that over 7 million Americans would
participate in SSI, the total SSI caseload has never exceeded 4.5
million. Early assumptions that over 90 percent of the eligible pop-
ulation would benefit from SSI were proven too optimistic; in reali-
ty, a conservative estimate of the participation rate is closer to 60
percent.

These low levels of participation are difficult to explain. Few sur-
veys of the attitudes and opinions of the SSI population have been
undertaken, and alternative interpretations of the problem have
often been based upon anecdotal information.

Typical explanations of low participation rates in SSI among the
elderly include: (a) The stigma associated with welfare; (b) very
small benefit amounts for many who near the maximum income
and resource limits; (c) barriers of literacy, mental and physical
handicap, and access to transportation; (d) SSI's administrative
complexity, which requires a great deal of effort on the part of par-
ticipants.

5. EriGiBiLITY OF SSI RECIPIENTS FOR OTHER PUBLIC ASSISTANCE
ProGgraMS

SSI recipients often qualify for additional Federal public assist-
ance from a variety of programs, most notably Medicaid and food
stamps. The relationship between SSI and food stamps has changed
over the last decade. Originally, SSI beneficiaries were prevented
by the statute from receiving food stamps. This exclusion was
eliminated in 1977 by Congress, by virtue of the fact that it seemed
inequitable that AFDC recipients, as well as people whose income
or assets exceeded SSI limits, could qualify for Food Stamps while
SSI beneficiaries could not. Currently, SSI recipients can apply for
food stamps in SSA district offices, where eligibility determinations
are made in accordance with conventional food stamp guidelines.
In California and Wisconsin, food stamps are “cashed out,” or con-
verted into cash as part of monthly SSI payments.

States are required to offer Medicaid to SSI recipients if the re-
cipients are eligible under the State’s 1972 eligibility criteria. The
1972 legislation creating SSI gave States the option of allowing
SSA to determine Medicaid eligibility, if the States were willing to
accept SSI eligibility as a condition for Medicaid coverage. Current-
ly, more than half the States allow SSA to execute Medicaid deter-
minations for SSI recipients. Medicaid is perhaps the most valuable
ancillary Federal program for SSI beneficiaries, and adds signifi-
cantly to the adequacy of SSI coverage.

Medicaid is often more important to many SSI recipients than
cash benefits, and there are a number of instances in which small
increases in outside income, and corresponding ineligibility for SSI,
will cause the loss of Medicaid benefits. For instance, a 60-year-old
woman may become eligible for Social Security widow’s benefits
and concurrently loss eligibility for SSI and Medicaid, while not be-
coming eligible for Medicare. The loss of Medicaid often far out-
weighs the increase in cash benefits to these individuals.

Another area of concern is the effect of assistance provided by
private nonprofit organizations to SSI recipients (for example, free
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food from soup kitchens, subsidized electricity) on their eligibility.
Advocates argue that such assistance should be excluded from
countable income, particularly because it serves the emergency
needs of many very low-income recipients. Also, counting this aid
as income discourages charitable involvement in providing for the
poor. Opponents of this policy point out that SSI is a strict, means-
tested program, and to the extent that applicants or recipients
have available means, whether earned or provided for free, they
should be evaluated against the objective standards that limit eligi-
bility for benefits.

6. EMPLOYMENT AND REHABILITATION FOR SSI RECIPIENTS

One of the foundational objectives of SSI was to create a welfare
program that had the least possible disincentives to employment.
At no time, however, has more than a tiny fraction of the SSI case-
load received income from earnings (in December 1983, for in-
stance, only 3.3 percent of all recipients reported earnings).

This low rate of employment is a product of a number of factors.
First, SSI recipients under age 65 are by definition severely dis-
abled, and it is difficult to find employers willing to hire them and
take care of their special mental and physical needs. Second, there
are major work disincentives built into the structure of SSI. For in-
stance, an individual may be able to secure earnings that are more
advantageous than the SSI benefit, but the loss of Medicaid cover-
age and the difficulty of getting employer-sponsored health insur-
ance, more than offsets the increased income.

The Social Security Disability Amendments of 1980 [Public Law
96-265], included changes that were meant to encourage SSI recipi-
ents to seek and engage in employment. The relevant provisions,
which became section 1619 of the Social Security Act, were de-
signed to lessen the substantial disincentives to work in SSI. They
include: (a) Special monthly benefits, as well as Medicaid eligibility,
will continue for disabled recipients who have completed the 9-
month trial work period and continue to receive earnings in excess
of SSI income limits; (b) impairment-related work expenses (includ-
ing medication, attendant care, special equipment) can now be de-
ducted from countable income; and (c) money earned in sheltered
workshops is now treated as earned, rather than unearned income
for the purpose of calculating benefits.

The law limited these provisions to a temporary, 3-year trial
period that expired on December 31, 1983. They were extended an-
other 3 years in 1984, with the passage of the Social Security Dis-
ability Benefits Reform Act. Though definitive statistics are un-
available, it is estimated that between 400 and 500 people receive
special SSI benefits and 5,000 to 6,000 recipients take advantage of
the extended Medicaid benefits.

The relatively low level of utilization of these special benefits of-
fered by the 1980 amendments appears to be a product of wide-
spread unawareness of the existence of the provisions and of the
fact that employment will not automatically terminate eligibility
for SSI and Medicaid.
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7. ADMINISTRATIVE ISSUES

One of the original assumptions justifying the creation of SSI
was the notion that administration by SSA would eliminate the
harassment and stigma associated with traditional, locally run wel-
fare programs. Though SSA has eliminated some of the most em-
barrassing aspects of receiving welfare—such as lien and relative
responsibility requirements—critics have charged that some admin-
istrative policies have created problems for recipients in the past
few years.

SSA’s recent policy of collecting overpayments is perhaps the
most extreme example of an insensitive approach to beneficiaries.
Beginning in 1981, SSA launched a set of initiatives to increase
their collection of SSI overpayments as part of a major govern-
mentwide effort to improve Federal debt management. As part of
this effort, administrative instructions were revised to replace the
previous policy of withholding no more than 25 percent of a month-
ly check with a policy of withholding 100-percent of subsequent
checks until the overpayment was recouped.

1984 legislation limited recovery of overpayments to no more
than 100 percent of a beneficiary’s check, but the negative impres-
sion of Government harassment of recipients will likey linger for
some time.

In addition to the policy of withholding 100 percent of monthly
checks to recover overpayments, SSA also instituted a policy of lim-
iting waivers of overpayments. SSA also proposed new rules in Feb-
ruary 1983 to limit the rights of recipients to request a waiver of
an overpayment to within 60 days of the notification of the over-
payments. These proposed rules never became final regulations,
due to public opposition. Nonetheless, the proposed regulations,
like the policy of 100-percent withholding, represent a change in at-
titude about the needs of the SSI population, and the basic mission
of the agency.

C. SSI LEGISLATION

The most significant legislative action concerning SSI was the de-
cision to exclude the program from the list of automatic program
cuts which would take effect under the Gramm-Rudman-Hollings
Act if the Government did not meet its deficit reduction targets.
While this action shows the concern of Congress to preserve a
major feature of the safety net of social programs which protects
the Nation’s disadvantaged citizens, it does not protect the pro-
gram from other cuts. The automatic cuts do not go into effect
unless Congress fails to reduce the deficit on its own, and there is
no guarantee that the pressure to reduce the deficit will not affect
SSI.

With the exception of the exclusion of SSI from budget cutting
measures, 1985 saw very little legislative action involving SSI. One
bill, H.R. 2173, which was introduced by Representative Evans,
would increase the personal needs allowance from $25 to $50 per
month, and provide yearly COLA’s as well. No action was taken on
this bill however.
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D. PROGNOSIS FOR 1986

Throughout its 11-year history, SSI has been considered an essen-
tial element of the safety net of programs which protect the Na-
tion’s least advantaged citizens. This role has protected the pro-
gram from major cuts in recent years and, in fact, led to an in-
crease in the payment standard in 1983 and enactment of a few
overdue reforms in 1984. Nonetheless, budget pressure has kept the
program from expanding and from receiving, in some cases, neces-
sary adjustment levels to accommodate inflation. The decision to
exclude SSI from the automatic budget cuts of Gramm-Rudman-
Hollings indicates that Congress intends to continue to protect the
SSI program. However, pressure on the Federal budget will most
likely prevent growth of the program in the near future. Nonethe-
less, advocates of the program can be expected to continue at-
tempts in 1986 to increase the personal needs allowance and to im-
prove access to the program.



Chapter 6
FOOD STAMPS

OVERVIEW

During 1985, the debate on the Food Stamp Program centered on
what revisions to make in extending authorization of the program'’s
appropriations beyond fiscal year 1985. As in 1984, when a major
rewrite of the Food Stamp Act died at the end of the 98th Congress
after approval by the House of Representatives (H.R. 5151, the
Hunger Relief Act of 1984), the issues of particular interest to Con-
gress were the accessibility of the program to the eligible popula-
tion, the adequacy of the benefits provided, the need for work and
training programs for employable recipients, and the degree to
which States should assume responsibility for program costs and
administration.

At the end of 1985, Congress and the President approved a new
“farm bill,” the Food Security Act of 1985 (Public Law 99-198),
which extended the authorization for food stamp appropriations for
5 years with dollars limits on appropriations that rise from $13 bil-
lion in 1986 to $16 billion in 1990. The food stamp provisions of the
Food Security Act also made a number of changes in the program
that, over the next 5 years, are expected to add about $800 million
in new food stamp spending and increase funding for Puerto Rico’s
special nutrition assistance block grant (operated in place of food
stamps) by nearly $300 million.

In addition to the changes enacted in the 1985 farm bill, Con-

ess appropriated $12.7 billion to fund the program (including
%2225 million for Puerto Rico’s block grant) for fiscal year 1986, and
chose to exempt food stamp programs from any automatic spending
reductions required under the Balanced Budget and Emergency
Deficit Control Act of 1985 (the so-called “Gramm-Rudman-Hol-
lings” measure). Funding for the fiscal year 1985 year program was
boosted with a $300 million supplemental appropriation, bringing
total 1985 food stamp appropriations to $12.6 billion.

A. BACKGROUND

The Food Stamp Program provides a uniform national benefit
floor in the form of enough food stamps for a nutritionally ade-
quate diet, when combined with income available to the recipient
household. The program is available everywhere and to everyone
in equal need and is responsive to shifts in unemployment and to
personal economic tragedy. The purpose of the program is to pro-
vide a means of obtaining a more nutritious diet when available
income makes that impossible—and there is ample evidence that it
has been successful.

(141)
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The tremendous importance of the Food Stamp Program, espe-
cially to the elderly and to children, has recently been underscored
by new studies that confirm that there is a direct connection be-
tween nutritional status and health. The Food Stamp Program has
some special rules for the elderly—including more liberal treat-
ment of shelter expenses, medical expenses, and assets. The pro-
gram, for example, recognizes that elderly people with high medi-
cal bills may have total incomes higher than the poverty line, but
no more money actually available for food than those with lower
incomes and no medical bills. Yet, in 1985, persons aged 60 or more
were estimated to account for only 8.5 percent of the 21 million
food stamp participants. In contrast, in 1985, the proportion of el-
derly below the poverty level is 15 percent.

The Food Stamp Program began as a group of pilot projects set
up by Executive Order in 1961 when the Federal Government
began a small, experimental antihunger program in eight U.S.
counties. As a result of the pilot projects, today’s Food Stamp Pro-
gram was authorized by the Food Stamp Act of 1964, which offered
States the option of operating a Food Stamp Program in lieu of ex-
isting commodity donation programs. In 1977 the Congress enacted
the Food Stamp Act of 1977, which completely revamped the Food
Stamp Program’s operation. Since then, various amendments have
been enacted to improve the program and strengthen its integrity.

The Food Stamp Program is designed to help low-income house-
holds obtain more nutritious diets. Eligible applicants receive food
coupons to buy food through normal market channels, primarily
grocery stores. In addition to making food assistance available to
eligible groups of people who, for one reason or another have diffi-
culty meeting their nutritional needs themselves, the Food Stamp
Program also serves as an income security program by supplement-
ing available family income, contributes to farm and retail food
sales, and reduces surplus stocks.

The Federal Government bears the cost of all food stamp benefits
and shares, with the States and localities, 50 percent of most ad-
ministrative costs. State and local costs associated with computer-
ization and fraud control activities are eligible for 75 percent Fed-
eral funding. The Food and Nutrition Service of the Department of
Agriculture is responsible for administering and supervising the
Food Stamp Program and for developing program policies and reg-
ulations. At the State and local levels, the Food Stamp Program is
administered by State welfare departments.

The Secretary of Agriculture has established uniform national
standards of eligibility for a household’s participation in the pro-
gram. Basically, all households must meet a liquid assets test and,
except for those with an elderly or disabled member, must meet a
two-tiered income test to be eligible for benefits. The household’s
monthly gross income must not exceed 130 percent of the income

poverty levels set by the Office of Management and-Budget; and-its- -

monthly net income (after deducting-amounts for such-things as:-
medical and dependent care, shelter, utilities, and work-related ex-
penses) must be equal to or less than 100 percent of the OMB. pov-
erty levels.

Applicant households that are certified as eligible are entitled to
a specific level of benefits—generally. in the form of food coupons,
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which are accepted by authorized food stores in exchange for food.
The level of benefits is based on USDA’s Thrifty Food Plan, which
estimates how much it would cost a household that shops economi-
cally to meet its nutritional needs. Because a food stamp household
is expected to spend 30 percent of its disposable income for food,
the food stamp benefit equals the amount by which the Thrifty
Food Plan exceeds 30 percent of the household’s net income. In
1986, its maximum benefit to a one-person household is $80 a
mont{ll and for a two-person household, the maximum is $147 a
month.

B. ISSUES

During 1985, debate in Congress focused on whether the program
has been cut too far, and needs to be expanded, or whether further
savings in the program are justified. Framing this debate are alter-
native assumptions about the extent of hunger in the United
States, and the role and adequacy of food stamps in combating it.

1. TuE HUNGER DEBATE

The first major publicity about hunger in America came after a
visit to the rural South in April 1967 by Members of the Senate
Subcommittee on Employment, Manpower and Poverty to hold
hearings on the effectiveness of the War on Poverty. They were
told of hunger and poverty. Later that year, a team of physicians
found severe nutritional problems in various areas of the country.
These and other reports of hunger and malnutrition in America led
to an expansion of Federal food assistance programs. When the
physicians returned in 1977 to evaluate progress made in combat-
ing hunger, they found dramatic improvements in nutritional
status in those same areas. The improvement was attributed to the
expansion of Federal food programs in the 1970’s. Many believe
that the food stamp program ranks as one of the most effective ef-
forts to combat hunger and poverty in recent years.

Over the last few years, considerable media attention has been
focused on the re-emergence of hunger in the United States. In
1981, news accounts of bread lines and crowded soup kitchens
began to appear in papers in various cities of the country. In Octo-
ber 1982, the U.S. Conference of Mayors reported that in most of
their cities surveyed, the need for food represented a most serious
emergency. In June of 1983, the Conference issued a report entitled
“Hunger in American Cities” in which they reported a dramatic
increase in hunger in the cities of the Nation. Closely following
that report, the General Accounting Office reported widespread
and growing hunger in America and found that persons in need of
food include both those left out of Government nutrition programs
as well as those for whom assistance is simply not enough on which
to live. In December 1983, Senator Edward Kennedy issued, to the
Senate Committee on Labor and Human Resources, a report enti-
tled “Going Hungry in America.” Based on a field investigation un-
dertaken the week before Thanksgiving 1983, Senator Kennedy’s
report found that hunger was on the rise in America, and that
Congress must act to improve assistance to the hungry.
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The Kennedy report contained seven suggestions for change in
the food stamp program, with an estimated annual Federal cost of
$2 billion. The intent of the recommendations made in the report
was to restore several of the major food stamp budget cuts legislat-
ed in 1981-82, and to significantly increase basic food stamp bene-
fits. Senator Kennedy’s major proposal would restore the 1-percent
allotment reduction legislation in 1982 and add a 10-percent benefit
increase to take into account that existing food stamp benefits,
even at 100 percent of the thrifty food plan, do not allow for the
purchase of an adequate diet in the face of transportation difficul-
ties, price variations, limited nutritional education, and other
limits that reduce a family’s ability to purchase food. Critics of the
report opposed the substantial cost involved in the recommenda-
tions and pointed out that the food stamp program is designed to
supplement a household’s food-buying power and cannot be expect-
iad to bear the burden of correcting for other nonfood-related prob-
ems.

In August 1983, to investigate the allegations of rampant hunger
in the United States, the President appointed a commission to
study the problem. At the end of 1984, the President’s Task Force
on Food Assistance released its report to Congress and to the
public. Although the report acknowledged pockets of hunger, it as-
serted that there was little evidence of widespread hunger in the
United States and that reduction in Federal spending for food as-
sistance had not injured the poor. Several modest recommendations
to make the food stamp program more accessible to the hungry
were included in the report. These included: Liberalized rules gov-
erning liquid assets and car ownership, targeted benefit increases
to beneficiaries with high medical or shelter expenses (particularly
the elderly and disabled), automatic food stamp eligibility for cash
welfare recipients, and modification of the permanent residence re-
quirement so that benefits are available to the homeless. These lib-
eralizations, however, were offset by cost-reduction measures which
included: Increasing the State responsibility for erroneous pay-
ments and an optional State block grant for food assistance. The
task force recommendations were heralded by some as a means of
restoring full benefits, opening up the program to the new poor (re- -
cently unemployed), lessening administrative burdens, and increas-
ing participation among groups in particular need. Critics, howev-
er, contended that the task force recommendations did not go far
enough in restoring budget reductions previously enacted.

Results of 15 months of research on the problem of hunger in
New England, by staff at the Harvard School of Public Health, con-
cluded in 1984, revealed that: (1) Substantial hunger exists in every
State in the region; (2) hunger is far more widespread than has
generally been realized; and (3) hunger in the region has been
growing at a steady pace for at least 3 years, and presently shows
no sign of diminishing. The researchers found elderly who are fre-
quenting emergency food programs in greater numbers and that
the elderly often suffer in the privacy of their homes, either be-
cause it is more difficult for them to get around or because they
choose to tolerate their suffering alone, no longer having young
children to prompt them to leave their home for food. The doctors
also expressed concern over what physicians had noted in their
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clinical practices; apparently increasing numbers of malnourished
children and greater hunger among their patients, including the el-
derly. They also cited the impact of malnutrition on health and
stated that children and elderly people are likely to suffer the
greatest harm when food is inadequate.

More recently, a January 1986 follow-up study by the Harvard
University School of Public Health’s Physician Task Force on
Hunger in America, found that food stamps reach less than one-
third of the people eligible to receive them in 150 counties across
the country. Researchers for the group said that this indicates that
hunger is common in many counties across the South, Mid-West,
and West. The researchers compared census reports on the number
of families under the poverty level with figures on the number of
people who receive food stamps. They found that, nationally, the
proportion of those eligible to receive them, and those who actually
got them, had dropped to 55 percent in 1984 from 65 percent in
1980 and concluded that hunger is increasing as a problem. They
also stated that Federal food programs designed to feed the hungry
have been weakened and cited as a chief factor, the failure of the
Food Stamp Program to reach many people who need its benefits.
The Assistant Secretary of Agriculture in charge of the Food
Stamp Program disputed the findings, saying that the program
served 80 percent of those eligible and that the problem had been
overstated because the researchers ignored the seasonal nature of
the aid and by improperly equating poverty with hunger.

According to medical experts on aging, malnutrition may ac-
count for a substantially greater portion of illness among elderly
Americans than has long been assumed. The concern about malnu-
trition is rising fast as the numbers of elderly climb and as surveys
reveal how poorly millions of them eat. The New York Times re-
ported, in August 1985, that scientists now estimate that anywhere
from 15 percent to 50 percent of Americans over the age of 65 con-
sume too few calories, proteins, or essential vitamins and minerals
for good health. According to the article, gerontologists are becom-
ing alarmed by evidence that malnourishment may cause much of
the physiological decline in disease resistance seen in elderly pa-
tients—a weakening of immunological defenses that has commonly
been blamed on the aging process. Experts say that many elderly
people fall into a spiral of undereating, illness, physical inactivity,
and depression. The recent findings suggest that much illness
among the elderly could have been prevented through more aggres-
sive nutritional aid. In the view of some physicians, immunological
studies hold out the promise that many individuals can lighten the
disease burden of old age by eating better. Low participation in the
food stamp program leaves large numbers of Americans without
enough to eat and the problems exist largely because many people
who are eligible for food stamps are not receiving them.

In an April 1985 report on the Food Stamp Program, the General
Accounting Office stated that research conducted by private organi-
zations and the U.S. Department of Agriculture (USDA), as well as
the President’s Task Force on Food Assistance, indicates that many
low-income households are not participating in the Food Stamp
Program. The GAO said that research studies attributed nonparti-
cipation to such factors as: (1) A lack of information regarding eli-
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gibility, (2) the amount of potential aid not being enough to war-
rant the time and effort to apply, (3) administrative requirements,
such as complex application forms and required documentation, (4)
physical access problems, such as transportation or the physical
condition of the potentially eligible applicant, and (5) attitudinal
factors, such as households being sensitive to the social stigma as-
sociated with receiving food assistance. Others may feel that they
do not need or want Federal food assistance. One study estimated
that only 48 percent of eligible elderly received food stamp benefits
in 1980 and 1981.

Participation was especially low among single elderly individ-
uals, and the older a person was, the less likely he or she was to
participate. The author analyzed why eligible elderly persons did
not participate in the Food Stamp Program and found that 33 per-
cent of eligible nonparticipants indicated that they did not think
they were eligible for food stamps, and another 36 percent said
that they did not know whether they were eligible.

2. REORGANIZATION OF THE Foob STAMP PROGRAM

The Food Stamp Program is one of the largest and probably the
most visible of all Government support programs. It has also been
one of the most popular targets of troubled taxpayers and politi-
cians aiming to reduce the size of government. To opponents, food
stamps are a classic case of runaway Federal programs—growing
from 11.3 million persons in 1971 to 22 million in 1981. Critics label
it an income-transfer program unrelated to nutritional needs. It
has also been denounced as a breeding ground for fraud and abuse,
such as by students and those owning luxury cars and vacation
homes. Supporters of food stamps say that it is one of the most ef-
fective efforts to combat hunger and poverty in recent years. The
food stamp rolls have swelled, they say, not because recipients are
abusing the program but because a deteriorating economy (unem-
ployment and inflation) has made more Americans dependent on
outside aid.

Many of the criticisms of the Food Stamp Program have taken
effect and since 1981, the Food Stamp Program has been the source
of substantial budget savings due to cuts enacted by Congress and
administrative changes executed by the administration to limit
abuse of the program. Overall, the Congressional Budget Office
[CBO] has estimated that legislative measures taken in 1981 and
1982 held food stamp spending for fiscal years 1982 through 1985
nearly $7 billion below what would have been spent under pre-1981
law. This translated into a 13-percent reduction at a time when
poverty was at its highest level in nearly two decades. For most re-
cipients, the changes did not lead to a direct reduction in benefits.
Rather, they delayed or lowered benefit increases scheduled under
previous law. About 1 million people, however, lost eligibility for
food stamps due to changes in law, and some recipients received re-
duced benefits due to administrative changes.

(A) THE GRACE COMMISSION

Throughout the spring of 1983, the Agriculture Department task
force of the Grace Commission issued a series of recommendations
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for changes in the Food Stamp Program that could achieve signifi-
cant savings. They were not official administrative proposals, and
did not seriously enter congressional deliberations over the poten-
tial budget reduction initiatives for the Food Stamp Program. Be-
cause of the continued pressure to reduce the Federal deficit, how-
ever, such recommendations could be revived. The Grace Commis-
sion effort was part of a governmentwide set of task force reviews
focused on producing new ideas for cost control. Other Commission
suggestions affecting multiple programs, including food stamps,
would increase the use of IRS information in verifying recipient
income and assets and allow tax refunds to be intercepted to repay
overissued benefits.

The major recommendation of the Grace Commission task force
was to revise the method by which food stamp allotment levels are
established. The recommendation would require that the age, sex,
and household size composition be considered in choosing the ap-
propriate thrifty food plan amount on which to base benefits. Re-
vising the thrifty food plan used for establishing food stamp benefit
levels was put forward with the justification that food stamp bene-
fit levels should reflect the composition of the population served.
Critics of this change argue that adequate diets are very difficult to
achieve using the current benefit levels, and would be much more
so with the reduced levels that would result for small households
from the recommended revisions.

The other major recommendation of the Grace Commission
would require that the value of the Federal subsidy in school
lunches and meals provided in other federally supported child nu-
trition programs be counted as income to a food stamp household
receiving them, thereby increasing the households counted income
and reducing its food stamp benefits to the extent it participates in
child nutrition programs. At present, the Food Stamp Program
counts only cash income received directly. Counting Federal child
nutrition subsidies as income was advanced as a way of eliminating
program duplication. It would, however, reduce what are seen by
some as already inadequate benefits to families with children, and
add administrative burdens and potential new inequities to the
Food Stamp Program.

(B) THE ADMINISTRATION’S 1985 PROPOSALS

From the time he took office, President Reagan promised to
tighten enforcement of the Food Stamp Program. Most of his
budget proposals, however, focus on ways to reduce benefits and
eligibility. In its fiscal year 1986 budget submission, presented to
Congress -in 1985, the administration proposed three significant,
and several minor, changes in the Food Stamp Act. It estimated
that, if enacted, the changes could achieve net budget savings of
about $60 million in fiscal year 1986 and larger savings in later
years, totaling nearly $500 million over the next 3 years. Appro-
priations for food stamps were proposed to be reauthorized for 4
years, through 1989, with limits on each year’s appropriations
ranging from $13 to $14.5 billion. Only a few limited benefit reduc-
tions were proposed by the administration, with only one having a
potential effect on the elderly (changes in the treatment of food
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stamp recipients also receiving benefits under the Low-Income
Home Energy Assistance Act). The majority of the cost savings
were to come from shifting some costs to the States and establish-
ment of “workfare” programs for employable recipients. The most
significant administration proposals, however, were not taken up
by Congress in its 1985 food stamp considerations.

The major administration proposal was to allow States to operate
food assistance programs of their own design with a block grant of
Federal funds, rather than offering only the Food Stamp Program.
A second proposal would have changed Federal funding for State
and local administrative expenses into a block grant. The third sig-
nificant proposal would have required all States to operate work-
fare programs for employable food stamp recipients. Among the
less notable proposals, a few would have resulted in some benefit
reductions—e.g., recommendations to count income received by
participants in Job Training Partnership Act programs and to limit
food stamp benefits for recipients also receiving aid under the Low-
Income Energy Assistance Act. These latter provisions were debat-
ggllland decided by Congress during its deliberations on the farm

ill.

(1) State Block Grant

The Food Stamp Program is optional with the States; they decide
whether or not to participate. If a State, however, does not operate
the Food Stamp Program, no alternative source of Federal support
for general nutrition assistance to low-income households is avail-
able. The Commonwealth of Puerto Rico was removed from the
Food Stamp Program, per se, in 1982 and given an $825 million a
year block grant that it now uses to fund a cash nutrition aid pro-
gram.

The Administration proposed to allow States to withdraw from
the regular Food Stamp Program, take a “block grant” of money
based on Federal food stamp spending in the State in the previous
year, and use the money to operate a food assistance program of
their own design for low-income persons. After the first year, a
State’s nutrition assistance block grant amount was to be adjusted
to reflect changes in food prices, unemployment, and other factors
that might affect the need for food aid.

The administration said it advanced this proposal in order to
allow States to experiment with potentially more effective and effi-
cient approaches to nutrition assistance, and pointed to a similar
recommendation by the 1983-84 President’s Task Force on Food
Assistance. The adjustable nature of the block grant was intended
to ensure, as much as possible, that States did not suffer financial-
ly from having chosen to take a block grant rather than continuing
to rely on food stamps. Supporters of the block grant concept argue
that welfare programs should recognize different community per-
ceptions of need and different standards of living; leaving the deci-
sionmaking to State and local authorities. Moreover, it is argued,
turning food aid responsibility over to the States and localities
would make for a more accountable program, in that States and lo-
calities would have a fiscal stake in the program to encourage
better administration.
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Critics protested that opting States, under pressure to keep
spending within the block grant amount, might be unable to re-
spond adequately to increases in need, given the limited adjustabi-
lity of block grants. They were also concerned that the broad cover-
age of low-income households of all types, and the extensive recipi-
ent protections built into the Federal Food Stamp Program might
be abrogated by States seeking to control expenditures. Some
feared that States would opt for a block grant simply to void fiscal
penalties for high rates of error in operating the regular Food
Stamp Program. Finally, some saw it as the first step away from a
national minimum welfare commitment. Turning over responsibil-
ity for food assistance to the States would mean the abandonment
of what are, in essence, the only set of nationally uniform mini-
mum welfare standards. With its federally established benefit, eli-
gibility, and administrative standards, the Food Stamp Program,
has provided an important supplement to what some see as inad-
equate cash assistance in many States. It tended to equalize treat-
ment of, and government benefits to, low-income persons, and
helped liberalize what some perceive as unnecessarily harsh State
and local administrative practices in welfare programs.

Given the additional cost and administrative burden of running a
separate food aid program, and the substantial overlap between the
food stamp population and recipients of other forms of aid, espe-
cially cash assistance, it seems probable that turnover of food as-
sistance responsibility to the States would mean the end of food
stamps as a separate form of low-income aid and its replacement
with re-worked State cash assistance systems. Many maintain,
however, that food stamps, earmarked only for food purchases,
have substantially reduced the observed level of malnutrition in
the country since the program began its expansion in 1971. Doctors
and other observers with the 1967-68 Citizens Board of Inquiry on
Hunger and Malnutrition returned to the poverty regions they vis-
ited in the late 1960’s and found marked improvement and sub-
stantially increased food spending, suggesting that food aid pro-
grams may be one of the most effective anti-poverty efforts of the
last 15 years.

(2) Administrative Expense Block Grants

While food stamp benefits are paid entirely by the Federal Gov-
ernment, administrative expenses are shared by the Federal Gov-
ernment and States (and, in some cases, localities). The Federal
Government pays for all of its own administrative expenses, and
between 50 and 75 percent of State and local costs (depending on
the type of cost), without any upper limit.

The administration proposed that a flat amount of $840 million
be appropriated in fiscal year 1986 to cover the Federal share of
State and local administrative expenses. This amount was roughly
equal to the amount paid to States in fiscal year 1985 to match ex-
penses under the 50-75 percent matching rule, and was to be in-
creased in the future to take inflation into account. If a State’s ad-
ministrative expenses ran higher than its share of the administra-
tive cost block grant, it would be responsible for the full cost of the
coverage.

58-335 0 - 86 - 6



150

The administration said that “block-granting” the Federal share
of State and local administrative expenses was desirable because: It
would remove excessive reporting and accounting requirements
needed to justify States’ claims for Federal reimbursement; would
control future Federal costs by limiting escalation to inflation ad-
justments only; and would provide an incentive for States to con-
trol administrative costs since Federal sharing would not automati-
cally respond to State-specific increases.

While recognizing the liberality of an indexed block grant
system, opponents viewed the administration’s proposal with con-
cern because they felt it would lock into place current State shares
and, in doing so, remove flexibility to respond to substantial case-
load increases, perhaps result in reduced levels of service, and
remove incentives to improve services. They also objected to the ar-
bitrary choice of a base year (1985), maintaining that, depending on
how unusual that year was for a given State, it might receive a
windfall or be penalized under the block grant system.

(3) Workfare

States and localities may choose to operate food stamp workfare
programs under which unemployed or underemployed able-bodied
adult recipients not caring for young children (or disabled) are re-
quired to “work off’ their household’s food stamp benefit in a
public service job assigned by the administering welfare agency.
The number of hours of work is determined by dividing the house-
hold’s monthly benefit by the minimum wage. Under this optional
system, only a very few jurisdictions operate food stamp workfare
programs.

The administration proposed to require all jurisdictions operat-
ing the Food Stamp Program to run a workfare program for recipi-
ents (sometimes called a community work experience program or
CWEP). The proposal to require workfare was recommended as a
method to control abuse of the program by those who are able but
unwilling to work, and to get needed public service jobs done. It is
also seen as a way to improve the image of the Food Stamp Pro-
gram and increase public support for it, along with benefiting re-
cipients by giving them work experience.

Opponents noted the significant administrative costs of operating
workfare programs, potential difficulties in finding an adequate
number of workfare assignments, and the lack of response to the
present optional authority. They also question whether the benefit
savings would outweigh administrative and support costs, contend-
ing that the existing system has not been given a chance to demon-
strate the effectiveness (and possible flaws) of workfare, and noting
that much of the cost of workfare would fall on the States while
the Federal Government alone would reap benefit savings if recipi-
ents left food stamp rolls due to workfare requirements.

C. LEGISLATION

1. HouseE CONSIDERATION

In September 1985, the House Committee on Agriculture report-
ed its 1985 farm bill (H.R. 2100), including a 5-year extension of the
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appropriations authorization for food stamps, with dollar limits on

annual appropriations rising from $13.6 billion in 1986 to $17 bil-

lion in 1990. Also included were a large number of revisions to the

15)rogram, having an estimated cost of about $2 billion over the next
years.

2. SENATE CONSIDERATION

At the end of September 1985, the Senate Committee on Agricul-
ture, Nutrition and Forestry reported its version of a 1985 farm bill
(S. 1714), including a 4-year extension of the appropriations author-
ization for food stamps, with dollar limits on annual appropriations
rising from $13 billion in 1986 to $14.7 billion in 1989. Also includ-
ed were revisions in the program expected to result in estimated
savings of up to $900 million over the next 4 years. In November
1985, the full Senate approved its version of the farm bill, includ-
ing amendments to the committee’s food stamp recommendations.

3. THE Foop SEcurIiTy Act oF 1985

In late December 1985, the House and Senate reached agreement
on a farm bill, and the Food Security Act of 1985 was enacted into
law (Public Law 99-198) on December 23, 1985. Title XV of the act
extends the food stamp appropriations authorization for 5 years,
through fiscal year 1990, with dollar limits on appropriations rang-
ing from $13 billion (1986) to $16 billion (1990). It also makes
changes in the program that are expected to add about $800 mil-
lion in new food stamp spending over the next 5 years, plus nearly
$300 million to the current $825-million-a-year nutrition assistance
block for Puerto Rico.

Substantial changes affecting the elderly that are retained, in
v;ihgle or in part, from those proposed by the House and Senate in-
clude:

—automatic food stamp eligibility for AFDC and SSI households
(without any special income limit as proposed by the Senate,
but not including SSI recipients in California and Wisconsin);

—an increase in the liquid assets limitation for single-person el-
derly households, from $1,500 to $3,000 (the existing $3,000
limit for households of two or more with an elderly member is
not changed, and the limit for nonelderly households is in-
creased from $1,500 to $2,000);

—reinforcement of requirements for food stamp services at Social
Security offices;

—expansion of the number of pilot projects allowing the use of
simplified application and standardized benefit procedures for
AFDC, SSI, and Medicaid recipients; and

—extension of pilot projects for cash payment of food stamp ben-
efits for the elderly.

A number of other new initiatives, benefit increases, and eligibil-

ity liberalizations are also retained in the final Act:

—a requirement for States to establish employment and training
programs for employable recipients, with performance stand-
ards set by the Federal Government; 2

—a prohibition on the collection of sales taxes on food stamp pur-
chases;
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—an increase in the earned income deduction from 18 to 20 per-
cent;

—an increase in the degree to which high shelter expenses and
dependent-care costs are taken into account in food stamp ben-
efit computations;

—an expansion of the definition of disabled person;

—more liberal treatment for households with self-employment
income; ,

—Iliberalization of the rules governing disqualification for failure
to meet work requirements;

—liberalization of student eligibility rules;

—a 6-month moratorium on collection of fiscal sanctions from
States, coupled with a study of the food stamp quality control
sysgem and revision of the system based on the study’s results;
an

—i{l_creases in the nutrition assistance block grant for Puerto

ico.

Benefit reductions contained in the act are:

—earnings received by on-the-job trainees under Job Training
Partnership Act programs will be counted as

—income for food stamp purposes, except in the case of depend-
ents under age 19;

—most rules which disregard the portion of education aid not
paid for tuition and mandatory fees (i.e., available for living
expenses) will be removed;

—most rules which disregard the portion of cash welfare grants
diverted through third parties will be removed; and

—in some few cases, those food stamps recipients who also get
aid under the Low-Income Home Energy Assistance Act may
have .limits placed on the extent to which they can reduce
their countable income due to utility expenses.

The major issues resolved in the final House-Senate agreement
involved the degree to which benefit increases and eligibility liber-
alizations proposed by the House should be included and what
limits to place on the benefit reduction provisions included in both
the House and Senate recommendations. The final agreement on
the food stamp provisions in the Food Security Act was largely pat-
terned after the suggestions of the House. However, some House
proposals for benefit increases and eligibility liberalizations were
either dropped (e.g., higher benefits for the elderly and disabled
with medical expenses and changes in the inflation indexing rules)
or substantially modified to reduce their cost (e.g. less liberal in-
creases in the assets eligibility standards). Benefit reduction provi-
sions were significantly modified to narrow their effect to only
small portions of the recipient population.

For fiscal year 1985, the original appropriation of $12.3 billion
for food stamps (including Puerto Rico’s $825 million block grant)
did not take into account a l-percent benefit increase enacted at
the end of 1984, and it overestimated an expected drop in food
stamp participation. As a result, Congress enacted a $300 million
supplemental appropriation for food stamps in the summer of 1985
(Public Law 99-88), bringing total food stamp funding for 1985 to
$12.6 billion.
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At the end of 1985, the fiscal year 1986 appropriations for food
stamps was enacted as part of the omnibus “continuing resolution”
(Public Law 99-190). For the first few months of fiscal year 1986,
through December 19, 1985, food stamp spending was financed
through a series of short-term continuing resolutions. As requested
by the administration, the 1986 appropriations level is $12.7 billion
(including $825 million for Puerto Rico), a $100 million increase
over 1985. For a number of reasons, however, this amount may be
insufficient to fund the program fully in 1986, thereby requiring a
supplemental appropriation.

In action separate from the 1986 appropriations, Congress agreed
to a first concurrent budget resolution for fiscal year 1986 (S. Con.
Res. 32, agreed to on August 1, 1985) that assumed no budget re-
ductions for food stamps, and appeared to leave room for up to
about $400 million in added spending on nutrition programs (in-
cluding food stamps) over and above current-law spending levels.
The budget reconciliation measure implementing this resolution
(H.R. 3128) was pending when Congress adjourned at the end of
1985. Congress, however, has gone ahead and enacted a small
spending increase for food stamps in fiscal year 1986 through the
approval of the Food Security Act. New spending in 1986 is esti-
mated at about $50 million (with larger costs in later years). In ad-
dition, Congress voted to exempt programs under the Food Stamp
Act from automatic spending reductions that may be mandated
under legislation to reduce the Federal deficit over the next 5
years—the so-called “Gramm-Rudman-Hollings” measure, the Bal-
anced Budget and Emergency Deficit Control Act of 1985 (Public
Law 99-177). o

Because the Food Security Act was not enacted until the very
end of 1985, certain provisions in the Food Stamp Act scheduled to
expire at the end of September 1985 (but earmarked for long-term
extension in the House and Senate farm bills) needed to be ex-
tended temporarily. Public Laws 99-114, 99-157, and 99-182, pro-
vided a series of extensions, through the end of 1985, for: (1) Au-
thority to continue to operate pilot projects granting cash food
stamp benefits to the elderly; and (2) authority for Puerto Rico to
issue its nutrition assistance in cash. These authorities were both
extended for the long term in the Food Security Act.

D. REGULATION

With one exception, and in expectation of major food stamp legis-
lation, the administration did not pursue significant regulatory
changes in 1985. The exception was a decision to seek to limit the
degree to which some food stamp recipients who are also partici-
pants in the Low-Income Home Energy Assistance Program
[LIHEAP] may reduce their countable income due to utility costs.
However, in a number of cases this new rule—affecting those
whose LIHEAP benefit is paid to their utility provider—has been
counteracted by court decisions, and the food stamp provisions of
the Food Security Act will require a reworking of the rule to the
general benefit of such recipients. As scheduled under law, income
eligibility limits were revised upward by about 4 percent in July
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1985, and benefit levels and expense deduction limits were revised
upward by 2 to 3 percent in October 1985.

E. PROGNOSIS

There remains irrefutable evidence of a significant problem of
poverty-related hunger in this country. In 1985, the Food Stamp
Program, designed to counteract this problem, faced one of its most
severe challenges since its creation. During the 99th Congress, sev-
eral major food stamp reform bills were introduced, but in the end,
efforts to dismantle or dramatically cut the Food Stamp Program
were thwarted. No major additional benefit or eligibility limita-
tions were taken up by Congress. Instead, attention focused on re-
authorizing appropriations for the program, work and training ini-
tiatives, cost-sharing between the Federal Government and States,
State flexibility in administering the program, restoring some of
the earlier benefit reductions, and easing access to the program.
Thus, while no new massive program spending was committed to
the Food Stamp Program, it appears that Congress recognized that
cutting food assistance would result in the payment of higher social
and health costs. :

With the enactment of the Food Security Act of 1985, it is unlike-
ly that there will be significant legislative consideration of food
stamps in 1986. A number of factors, however, may necessitate
some congressional attention. As noted in the discussion of appro-
priations, there will likely be a need for a supplemental appropria-
tion for food stamps in 1986, if benefit reductions are to be avoided.
And, although food stamps are protected from any automatic
spending reductions required by the “Gramm-Rudman-Hollings”
measure, the administration may propose, and Congress may
choose, to reduce food stamp spending through other legislation in-
tended to avoid the need for triggering automatic reductions.



Part 3
HEALTH

For the past several years, the two driving forces of Federal
health policy have been rising costs and the perceived need to cut
the Federal deficit. This has resulted in major cost containment ef-
forts at the Federal level—efforts that have been mirrored at the
State and local levels. In the fury of cost containment activity, con-
cerns about quality and access, once the principal goals underlying
most Federal health programs, have taken a back seat.

1985 was again a year in which health policy was largely one
and the same with budget policy. The name of the game was to
reduce spending, or at the least, hold down increases in program
expenditures. The need to cut the overall Federal deficit claimed
most of the time of the congressional domestic policy agenda. Few
health initiatives were considered apart from the deficit reduction/
budget reconciliation process. Medicare, because of its share of the
domestic Federal budget, was a major target of budget cuts; the
program came under close scrutiny as the administration and Con-
gress looked for places to cut, or to squeeze more value without al-
lowing the customary annual increase in outlays.

There was, however, some good news in 1985 for Medicare. Be-
cause of the apparent effectiveness of cost containment policies
(such as Medicare’s prospective payment system), the insolvency of
the hospital insurance (HI) trust fund, previously declared to be im-
minent, was projected to be at least another ten years away. This
eased pressures on Congress to enact new comprehensive program
changes, such as prospective payment for physicians or for skilled
nursing or home health care.

Emerging with the new optimism for the HI trust fund, however,
was a growing concern about the quality of care being delivered to
Medicare’s beneficiaries. There were clear signs that the new pro-
spective payment incentives were leading to new abuses in the
system, diminished access to services and reduced quality of care.
The already limited Medicare nursing home and home health bene-
fits were experiencing a tightening vise of budget cuts and increas-
ing demand, as hospitals responded to the incentives of prospective
payment and discharged patients earlier and sicker. Whereas cost
containment led off the congressional agenda at the beginning of
the year, concerns about quality and access were reemerging as
priority issues. for congressional health policy makers- by year’s
end. Even these concerns;:however, would have to be addressed
within a framework of a constricting Federal budget.

In 1985, Congress also debated the merits of a variety of changes
in the Medicare Program, such as reducing Federal support for
graduate medical education, developing an adjustment to the

(155)
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DRG’s for hospitals bearing a disproportionate burden of low-
income and Medicare patients, and fine-tuning aspects of the pro-
spective payment methodology such as the area wage index. New
initiatives to ensure greater access to long-term care also surfaced,
with most of the attention going to those which would encourage
private sector development of long-term care insurance.

In addition, consideration was given to new ways to raise reve-
nues for Medicare, such as earmarking tobacco excise tax revenues
for the HI trust fund and mandating Medicare coverage of employ-
ees of State and local governments. In other areas of health policy,
Congress began working on tax reforms that could have a signifi-
cant impact on new capital investments for nonprofit hospitals,
and took a major step in the direction of mandating that certain
private, and State and local government, employers, provide contin-
ued health insurance coverage to their employees, and the families
of their employees, who experience a change in job or family
status. Congress also grappled with the challenge of assuring ade-
quate funding for biomedical research in an environment of shrink-
ing Federal dollars.



Chapter 7

HEALTH CARE

OVERVIEW

The health care challenge to Congress in 1985 was to reconcile
the need for substantial deficit reduction with our national com-
mitment to provide America’s elderly with access to affordable,
high quality health care. Almost every health issue affecting the
elderly was framed in terms of its effects on the Federal budget,
and the congressional health agenda was acted upon almost exclu-
sively through the annual budget reconciliation and appropriations
processes. Yet significant progress was made on a number of impor-
tant issues related to health care access and quality for older
Americans. While the major activity revolved around changes to
the Medicare Program, there were also important developments in
health services research and training, and in responding to the
growing problem of the medically uninsured.

A. MEDICARE
1. BACKGROUND

(A) HEALTH CARE COSTS

Prior to the mid-1970’s, cost of care was not a major issue among
health specialists. Instead, expansion of access and the improve-
ment of quality of care were foremost on the Nation’s health policy
agenda. As costs began to skyrocket, however, concerns began to
surface over whether the Nation’s health engine was overheated.
Between 1960 and 1984, national health expenditures increased
from nearly $27 billion or 5.3 percent of GNP to over $387 billion
or 10.6 percent of GNP (see chart 7-1). Even given today’s slower
rate of increase, health care expenditures could reach $660 billion
or more than 11 percent of GNP by 1990, and 14 percent of GNP by
the year 2000 (see chart 7-2).

1U.S. General Accounting Office. Constraining National Health Care Expenditures: Achieving
Quality Care at an Affordable Cost. Sept. 30, 1985. U.S. Govt. Printing Off., Gaithersburg, Mary-
land. pp i4.
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AS A PEHCENT OF GROSS NATIONAL PRODUCT

11,051
10.5% +
10.0%+
9.5% +

9.0%
PERCENT
F 8.5t

0
GNP . 8.0% T

75%T
7.064

6.5% +

6.0% ¥ I — 1
1965 1970 1975 1980 1985

1

SOURCE: Health Care Financing Review, Winter, 1984: 1-29 and
Fall 1985: 1-35

CHART 7-2
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The role of the Federal Government as a payor for health serv-
ices has grown with the overall increases in health care costs. In
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1965, the Federal Government paid just over 13 percent ($5.5 bil-
lion) of the Nation’s health bill compared to 29 percent ($111.9 bil-
lion) of total costs in 1984. Projections of future health bills facing
the Federal Government suggest a continued increase in the Feder-
al cost burden exceeding $200 billion by 19902 (see chart 7-3).

FEDERAL SPENDING ON THE NATION'S HEALTH
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During this period of expansion, the structure and delivery of
health care were plagued by perverse incentives, resulting in the
overutilization of services, inefficiency and waste. The cost-based
system of reimbursement, which characterized most of health care
delivery, was identified as the principal culprit. To make the
system more efficient, policy experts reasoned, reimbursement
should be made prospectively, on the basis of predictable payment
rates that reflected the resource need of each patient.

Led by the Federal Government, which was incurring major ex-
penditure increases each year to pay for Medicare, Medicaid, and
other health programs, third-party payers began to question wheth-
er large scale reform of health care was needed. In 1983, Congress
and the administration worked together to achieve the creation of
the prospective payment system (PPS) for Medicare reimbursement
of hospitals. This has been the most dramatic change in the Medi-
care Program since it was enacted.

Prospective payment system.—The Medicare prospective payment
system pays hospitals fixed amounts that correspond to the average
costs for a specific diagnosis. PPS uses a set of 471 diagnosis related
groups (DRG’s) to categorize patients for reimbursement. The
amount a hospital receives from Medicare no longer depends on
the amount or type of services delivered to the patient; therefore,
there are no longer incentives to overuse services. If a hospital can

2Arnett, Ross H,, III, et al. Health Spending Trends in the 1980s: Adjusting to Financial In-
centives. Health Care Financing Review. vol. 6 no. 3, Spring 1985.
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treat a patient for less than the DRG amount, it can keep the sav-
ings. If the treatment for the patient costs more, the hospital must
absorb the loss. Hospitals are not allowed to charge beneficiaries
any difference between hospital costs and the Medicare DRG pay-
ment amount. Without changes in current law, DRG payment rates
will be adjusted so that all rates will be determined on a national
basis by 1987.

In the wake of the 1983 Medicare PPS reform, States have
moved quickly to adopt prospective payment methodologies for
their Medicaid programs. Private payers, too, are advancing a
hybrid of reimbursement reforms, ranging from prospective rate
setting to innovative capitation schemes. The health care arena is
in fact changing so rapidly on so many fronts—not just cost con-
tainment—that any broad characterization of it today is likely to
be outmoded by tomorrow. Nevertheless, it seems a fair generaliza-
tion to say that the overriding factor influencing the nature of our
Nation’s health care system is that of cost containment.

Over the short term, at least, these efforts seem to be working.
In 1984, the most recent year for which data are available, the rate
of growth in total health care expenditures was 9.1 percent, rising
to $387.4 billion from $355.1 billion in 1983. This was the lowest
rate of annual growth over the past 20 years, dropping below the
10 percent rate of growth achieved during the Economic Stabiliza-
tion Program in 1973 when some price increases were artificially
constrained.

The current low rate of growth is attributable to a number of
factors, and not cost containment measures alone. According to the
Department of Health and Human Services (DHHS), the slowdown
has also resulted from a low rate of inflation in the economy as a
whole, and changing patterns of demand for services, in particular
a decline in the use of hospital inpatient services (American Hospi-
tal Association survey data show that community hospital admis-
sions fell by 3.7 percent and inpatient days by 8.6 percent.3

Our Nation's health care system may be paying a large price for
its new lean and mean look. The overriding pressures to reduce
costs and make health care delivery more efficient may be succeed-
ing at the expense of reduced access to and diminished quality of
health care. We may in fact be faced with a most difficult tradeoff.
Given an economy struggling with high budget deficits, the goals of
“unlimited access” and ‘“highest possible quality” are being ques-
tioned. This presents us with the dilemma of deciding how, in a
period of limited national resources, do we maintain access to the
health care system while preserving its quality.

National expenditures for hospital care and physicians’ services
exceed expenditures for all other health services combined. In 1983
spending for these two services constituted 68 percent of the total
costs for personal health care. Hospital care costs are the single
largest component of the Nation’s health care bill. In 1984, 46 per-
cent ($157.9 billion) of the $341.8 billion spent on personal health
was paid to hospitals. During this same year physicians were paid

3 U.S. General Accounting Office. Constraining National Health Care Expenditures: Achieving
Qu:taility 5§3are at an Affordable Cost. Sept 30, 1985. U.S. Govt. Print. Off., Gaithersburg, Mary-
land. p. 9.
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$75 billion, the second largest portion of health care spending (see
chart 7-4).
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(B) HEALTH CARE UTILIZATION

The health status of the elderly is shaped by a full course of life
experiences and health habits. While most older people are basical-
ly healthy and report themselves in good to excellent health, many
tend not to report specific health problems and mistakenly think
they are caused by old age rather than disease. Yet age does affect
a person’s health, mainly by influencing the way the body reacts to
diseases and drugs.

Americans of all ages are healthier today than they were 10 to
20 years ago. However, individual assessment of a person’s own
health is often the most important measure of health status.
Women over age 65 tend to report better health than men do in
the same age group. Self-assessed health status is also strongly re-
lated to an individual’s use of health services.

Chronic diseases are a major threat to the independence of older
persons. Arthritis, hypertension, heart conditions, and hearing dis-
orders are leading chronic conditions among the non institutional-
ized elderly. Most older persons that require hospitalization do so
for an acute episode of a chronic illness. Visits to the doctor are
also most often for treatment of chronic conditions.

The dimensions of the current health service consumption of the
aged only hint at future needs. The consumption of health services
by the aged is growing because of absolute increases in the total
aged population, greater numbers of individuals in the eldest sub-
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group, and an increased number of services provided per person.
Higher expectations for good health, the availability of third party
financing and increased access to certain medical advances (i.e.,
renal dialysis, radiation therapy) are also prominent among the
factors contributing to greater use of health services by the elderly.

(1) Hospital Utilization

Short-stay hospital visits by the elderly increased more than 50
percent between 1965 and 1983. Since then, admissions for elderly
patients have decreased. In 1983, a survey of non-Federal short
stay hospitals revealed that 11.3 million elderly patients were dis-
charged from hospitals; this figure represented 29 percent of all pa-
tient stays (table 1). The population 75 and over accounted for 15.1
percent of short stay hospital days. Although the average length of
stay has been declining, from 11.1 days for an elderly patient in
1977 to 9.7 days in 1983, older persons tend to remain in the hospi-
tal longer than the general population. The hospital discharge rate
for those 85 and over was 84 percent higher than that for the 65 to
74 year age group. The average hospital stay for persons age 65 to
74 was about 9 days in 1983 as compared with 9.7 days for the 85
and over group.

TABLE 1.—UTILIZATION OF SHORT-STAY HOSPITALS FOR SELECTED AGE GROUPS, 1983

Discharged patients Days of care
A

Age group Number in  Percent Rate per  Numberin  Percent Rate per Ier‘{g;%

thousands  distribution 1,000 thousands  distribution 1,000 stgysm
Al ages 38,783 100.00 167.0 268,337 1000 1,155.2 6.9
4510 64 8,958 221 1922 65,029 242 14606 16
65 to 74 5,468 141 3342 0222 187 3,069.5 92
75 to 84 4,295 111 5042 42,416 158 49796 99
85+ 1,539 40 61438 17,016 63 67984 111
65+ 11,302 29.2 4127 109,655 40.9 40043 9.7

Source: 1983 Hospital Discharge Survey, National Center For Health Statistics.

(2) Use of Physicians’ Services

Utilization of physician services increases with age. Approxi-
mately four out of five elderly living in the community had at least
one contact with a physician in 1983.¢ More than 16 percent of
total physician visits during 1983 were made by persons 65 and
over. On the average, elderly people are more likely than younger
ones to make frequent visits to a physician. Persons 65 and older
visit a physician six times for every five times by the general popu-
lation. Since the enactment of Medicare, the average number of
physician contacts and the percentage of persons 65 and over re-
porting that they had seen a physician in the last year has in-
creased significantly, particularly for persons with low incomes.5

4 Kovar, Mary Grace, Elderly People and Their Medical Characteristics. National Center for
Health Statistics, Washington, D.C., p. 33.

5 U.S. Senate Special Committee on Aging, America in Transition: An Aging Society. Wash-
ington, D.C., U.S. Govt. Print. Off., 1984-85 edition, p. 77.
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Approximately three-quarters of visits by the elderly are made to
a doctor’s office. The remaining visits are divided among hospital
emergency rooms, out-patient departments, home and telephone
consultations. The higher use of physicians’ services by the elderly
is associated with their probability of being in poor health. The ma-
jority of those who had not seen a physician in 1980 considered
themselves in good health.

The aging of the population will create a greater demand for
medical care. The need for physician visits will increase by 18 per-
cent (over 30 million visits) by the year 2000, and by 30 percent
(over 50 million visits) by 2020. These figures are based on 1980
physician visit rates (153 million visits) and the U.S. Census
Bureau population projections.®

Because the number of chronic conditions an individual experi-
ences is likely to be greater with advanced age, the health care
needs of the elderly are broad in scope and require the participa-
tion of a number of health care professionals who are educated in
geriatrics and gerontology. In addition to physicians, nurses have
substantial responsibilities for providing services to the elderly in a
wide range of settings such as hospitals, long-term care settings,
ambulatory care programs and day care programs. Dentists, social
workers, and allied health care professionals also can actively con-
tribute to the care of the elderly when they are educated about the
needs of their older patients.

Available data, however, indicate that only a small fraction of
health care professional schools have required curricula in geriat-
rics and gerontology.” In 1984, only 5 to 25 percent of the cadre of
competent teachers and researchers who were required to address
this need were available.8

(3) Use of Disease Prevention Services

Utilization of disease prevention services by the elderly varies by
type of service. The majority of the elderly do not seek health serv-
ices if they perceive themselves to be in good health. The elderly
who report that they have not seen a physician within-a year, for
example, also report that they have no need for physician care.

Elderly persons visit dentists less often than the younger popula-
tion. Only 35 percent of the 65 and older population visited a den-
tist in 1981 as compared with 52 percent of the population 45 to
64.9 At present, older persons do not receive sufficient preventive
or therapeutic dental care. It is estimated that almost one-third of
the population is likely to lose some or all of their teeth between
the ages of 50 and 70; the major cause of loss of teeth is periodontal
disease. Studies have shown that improvement in oral hygiene and
plaque control is effective in preventing dental and periodontal dis-
ease in adults.

8 Ibid., p. 78.
TUS. Dept of Health and Human Services, National Institute on Aging. Report on Education
and ’I‘rammg in Geriatrics and Gerontology. Washington, D.C. U.S. Govt. Print. Off., February,

°U. S &nate Special Committee on Agmg America in Transition: An Aging Society. Wash-
ington. U.S. Govt. Print. Off., 1984-85 ed., p. 78.
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Examples of functional impairments that can be corrected or
compensated for in the elderly are visual and hearing problems.
Yet, these deficits are among the best examples of conditions that
older persons often do not seek to remedy. High cost and a lack of
Medicare reimbursement discourages many older persons from
buying eyeglasses and hearing aids.

Many of the chronic conditions of the elderly are strongly associ-
ated with personal health habits. In general, the evidence linking
changes in health habits by older persons to reduced risk of disease
is fragmentary. A number of behaviors such as diet, exercise, and
stress reduction are worthy of the attention of health care profes-
sionals because intervention in these areas will have visible posi-
tive effects. Appropriate intervention associated with these behav-
iors will foster a sense of well-being, enhance the self-concept of the
elderly, and promote social interaction. The most dramatic exam-
ple of a behavior change that produces positive effects on health is
cigarette smoking, which is a major risk factor in cardiovascular
diseases and selected cancers. When a person of any age stops
smoking, the benefits to the heart and the circulatory system begin
right away. The risk of heart attack and stroke drops and circula-
tion to the hands and feet improves. Nonsmokers also have a lower
risk of contracting influenza, pneumonia, and colds. Influenza and
pneumonia can sometimes be life-threatening diseases for older
persons.

(4) Health Care Expenditures of the Elderly

Persons 65 and over, 12 percent of the population in 1984, ac-
count for a third of the Nation’s total personal health care expendi-
tures.1? These expenditures represent total health care investment
from all sources exclusive of research.!! Per capita spending for
health care in 1984 represented a 13-percent annual growth rate
from 1977. Total personal health care expenditures of the elderly
were expected to reach $120 billion in 1984 (tables 2-5).

TABLE 2.—PERCENT DISTRIBUTION OF PERSONAL HEALTH CARE EXPENDITURES PER CAPITA FOR
PEOPLE 65 YEARS OF AGE OR OVER, BY SOURCE OF FUNDS AND TYPE OF SERVICE: UNITED
STATES, 1984

Type of service
Year and source of funds
Total care Hospital Physician Nursing home  Other care
1984:

Total per capita 100.0 100.0 100.0 100.0 100.0
Private 328 114 397 519 65.3
Consumer 324 11.0 39.6 51.2 64.8
QUE-OF-POCKEL ...veeeeeeeeccrmssencennenes 25.2 31 26.1 50.1 59.9
ISUTANCE ....coocreerer e rveeerernsereneaenencnennees 7.2 19 135 11 49
QOther private A4 0.4 0 J 5
Government 67.2 88.6 60.3 48.1 347
Medicare 48.8 74.8 57.8 21 19.9
Medicaid 12.8 48 19 15 114
Other government ...............coouermmerenmeerccnncnnns 5.6 9.1 7 44 34

10 Ibid,, p. 79.
11 1hid., p. 79.
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TABLE 3.—DISTRIBUTION OF PER CAPITA PERSONAL HEALTH CARE EXPENDITURES FOR PEQPLE 65
YEARS OF AGE OR OVER, BY TYPE OF SERVICE AND SOURCE OF FUNDS: UNITED STATES, 1984

Year and source of funds Tm’ Type o senice
Total care Hospital Physician Nursing home  Other care
1984:

Total per Capita.........ococccecsersresrenns $4,202 100.0 45.2 20.7 209 13.2
117 OO 1,379 100.0 15.7 25.0 31 26.2
[T 1 RO 1,363 160.0 15.3 25.3 31 26.3
Out-of-pocket ................ 1,059 100.0 5.6 214 416 313

[LETIE T 304 100.0 49.2 386 33 89

Other private............corvcecencens 16 100.0 42.1 19 39.1 17.0

[T 1171 2,823 100.0 59.7 186 150 6.8
MEICATE ..o eveeerrreeerenenrarenes 2,051 100.0 69.2 245 9 54
Medxcand ............... 536 100.0 170 31 68.1 118
Other government .................. 236 100.0 732 24 16.5 19

TABLE 4 —PERSONAL HEALTH CARE EXPENDITURES IN MILLIONS FOR PEOPLE 65 YEARS OF AGE OR

OVER, BY SOURCE OF FUNDS AND TYPE OF SERVICE: UNITED STATES, 1984

Type of service
Year and source of funds
Total care Hospital Physician Nursing home  Other care
1984: -

Total $119,872 $54,200 $24,770 $25,105 $15,798
Private 39,341 6,160 9,827 13,038 10,316
Consumer 38,875 5,964 9,818 12,856 10,237
QOut-of-pocket ............... furesressssssssnsasions 30,198 1,694 6,468 12,569 9,467
INSUPANCE ...oveereeeevereenerensesrassnssnneasnnns 8,677 4,270 3,350 287 770
QOther private 466 196 9 182 79
Government 80,531 48,040 14,943 12,067 5,482
Medicare 58,519 40,524 14,314 539 3,142
Medicaid 15,288 2,595 467 10,418 1,808
QOther government....... . 6,724 4,920 162 1,110 532

28.5

Exhibit: Population (in millio

TABLE 5.—PERSONAL HEALTH CARE EXPENDITURES IN MILLIONS FOR PEQPLE 65 YEARS OF AGE OR

OVER, BY SOURCE OF FUNDS AND TYPE OF SERVICE: UNITED STATES, 1984

Type of service
Year and source of funds
Total care Hospital Physician Nursing home ~ Other care
1984:
Total $4,202 $1,900 $868 $880 $554
Private 1,379 216 kL2 457 362
Consumer 1,363 209 344 451 359
QOut-of-pocket . 1,059 59 221 41 332
Insurance........... .. 304 150 17 10 21
QOther private 16 7 1 6 3
Government 2,823 1,684 524 423 192
Medicare 2,051 1,420 502 19 110
Medicaid 536 91 16 365 63
Other government 236 1m2 6 39 19

Source: Waldo Dariel R., Lazenby, Helen [ Demoqrarhxc Characteristics and Health Care Use and Expenditures by the Aged in United States:

1977-84; “Health Care Financial Review,” val. 6, No Il 1984
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(5) Health Care Expenditures by Source

(a) Hospital

Hospital care for the aged is projected to cost $54 billion in 1984;
this is an amount equal to $1,900 per capita. Medicare reimburse-
ment will account for three-quarters of that amount; other sources
of public funds will pay about 15 percent of the bill. Private health
insurance will cover 8 percent of the costs; the remaining 3 percent
will be paid out-of-pocket.12

(b) Physicians’ services

Spending for physician services to the elderly grew an average of
18 percent per year from 1977 to 1984, reaching a projected level of
$24.8 billion for 1984.13 The growth in patient days spent in the
hospital by the elderly (3 percent increase per year during the
period 1977-83) largely accounts for the increase in physician serv-
ices and costs.14

(C) MEDICARE PROGRAM DESCRIPTION

Medicare was enacted in 1965 to insure older Americans for the
cost of acute health care. Over the past two decades, Medicare has
provided millions of older Americans with access to quality hospi-
tal care and physicians services at affordable costs. In 1985, Medi-
care insured nearly 27 million aged and 3 million disabled individ-
uals. At a 1985 estimated cost of $71 billion, Medicare is the second
most costly Federal domestic program, exceeded only by the Social
Security Program [see chart 7-5].

12Waldo, Daniel R. and Helen C. Lazenby. Demographic Characteristics and Health Care Ex-
penditures by the Aged in the United States: 1977-84. Health Care Financing Review. vol: -6, no. -
1, Fall, 1984, p. 12.

13]bid., p. 13.

14]bid., p. 13.
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MEDICARE PROGRAM COSTS
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As insurance for short-term acute illness, Medicare covers most
of the costs of hospitalization and a substantial share of the costs
for physician services. Medicare does not cover the hospital costs of
extended acute illnesses, however, and does not protect benefici-
aries against potentially large co-payments or charges above the
Medicare payment rate for physician services. These shortcomings
in Medicare’s coverage of the costs of acute illness have led two-
thirds of older Americans to purchase supplemental private cover-
age, often referred to as medigap coverage.

Medicare (authorized under title XVIII of the Social Security
Act) is a nationwide program that provides health insurance pro-
tection to most individuals age 65 and over, to persons who have
been entitled to Social Security or railroad retirement benefits be-
cause they are disabled, and to certain workers and their depend-
ents who need kidney transplantation or dialysis. Medicare is a
Federal program with a uniform eligibility and benefit structure
throughout the United States. Protection is available to insured
persons without regard to their income or assets. Medicare is com-
posed of two parts—the Hospital Insurance Program (Part A), and
the Supplementary Medical Insurance Program (Part B).

(1) Hospital Insurance (Part A)

Part A is financed principally through a special hospital insur-
ance payroll tax levied on employees, employers, and the self-em-
ployed. During calendar year 1985, each worker and employer paid
a tax of 1.35 percent on the first $39,600 of covered employment
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eﬁrnings. The self-employed paid both the employer and employee
shares.

In 1984, the last year for which there are complete data, hospital
insurance (HI) payroll taxes amounted to $42.3 billion, accounting
for 90.5 percent of all HI income. About 2.1 percent of all income
resulted from a lump sum transfer from the general fund of the
Treasury for military service wage credits, and reimbursements for
certain uninsured persons. Interest payments to the HI fund
equalled 6.5 percent of all HI income for 1984. The remaining 0.8
percent was contributed through premiums paid by voluntary en-
rollees and taxes collected from railroad workers. Of the $43.9 bil-
lion in HI disbursements, $43.3 billion was for benefit payments
while the remaining $0.6 billion (1.4 percent) was spent for admin-
istrative expenses. 15

During each benefit period (defined as beginning when an in-
sured person enters a hospital and ending when he or she has not
been in a hospital or skilled nursing facility for 60 days), Part A
pays for:

1. Ninety days of inpatient hospital care, subject to a deductible
($400 in calendar year 1985; $492 in calendar year 1986); and a
daily copayment ($100 in 1985; $123 in 1986) that is required for
the 61st through 90th day. An additional lifetime reserve of 60
days, subject to a daily copayment ($200 in 1985; $246 in 1986) may
be drawn upon when an individual exceeds 90 days in a benefit
period. Both the deductible and copayment amounts are adjusted
annually;

2. One hundred days of post-hospital skilled nursing facility
(SNF) care, which are subject to a daily copayment ($50 in 1985;
$61.50 in 1986) after the first 20 days;

3. Home health care is provided on a part-time or intermittent
basis. There is no specified limit on the number of visits and no co-
payment is required;

4. Hospice services for the terminally ill are also covered. A bene-
ficiary may elect to receive services for two 90-day periods and one
subsequent 30-day period during his or her lifetime. Beneficiaries
making this election must choose to receive services through a hos-
pice and give up most other Medicare benefits. This election may
be revoked.

Hospital reimbursement under Medicare is now in transition
from the original retrospective cost-based reimbursement method
of payment to a prospective system of payment rates based on diag-
nosis related groups (DRG’s). Under PPS, hospitals are paid a set
price for each case, as classified into 471 DRG’s. The phase-in of
prospective payment by DRG rates began in October 1983, and, in
thg absence of congressional action, will be completed by October 1,
19817.

(2) Supplementdry Medical Insurance (Part B)

Part B of Medicare, supplementary medical insurance (SMD), is a
voluntary program financed jointly through monthly premium

15U.S. Department of Health and Human Services, Health Care Financing Administration.
Summary of 1985 Annual Reports of the Medicare Board of Trustees. Washington, April 1, 1985,
p. 5.
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charges ($15.50 in 1985 and 1986) on enrollees and Federal general
revenues. Premiums cover 25 percent of program costs; 75 percent
are funded from general revenues. Part B (with certain exceptions)
pays 80 percent of reasonable charges for the following covered
services after the insured meets a $75 deductible: physician and
other professional services, diagnostic tests, medical devices, outpa-
tient hospital services, and laboratory services.

In 1984, the last year for which there are data, 29.4 million
people were covered under SMI. General revenue contributions
equalled $17.1 billion, accounting for 73.6 percent of all income.
Another 22.3 percent of all income resulted from premiums paid by
participants, with interest payments to the SMI fund accounting
for the remaining 4.1 percent. Of the $20.6 billion in SMI disburse-
ments, $19.7 billion was for benefit payments while the remaining
$0.9 billion (4.3 percent) was for administrative costs.!8

Physician reimbursement.—Medicare pays physicians the “rea-
sonable charge rate” for their service, less the deductible and the
copayment. The reasonable charge for a service is the lowest of
three dollar amounts: (1) The physician’s actual bill for the serv-
ices; (2) the amount which the physician usually charges for the
service; or (3) the usual charge made for this service by all physi-
cians in the same locality. Under the Deficit Reduction Act of 1984
(DEFRA, Public Law 98-369), physican fees were frozen under Med-
icare for the 15-month period, July 1, 1984 through September 30,
1985. This freeze was extended through November 14, 1985 (Public
Law 99-107), extended again through December 14, 1985 (Public
Law 99-155), and then extended yet another time (Public Law 99-
201) through March 14, 1986. Therefore, the annual updating of
customary and prevailing charge screens, otherwise slated for July
1, 1984, did not occur.

DEFRA established the concept of the participating physician. A
participating physician is one who voluntarily enters into an agree-
ment with the Secretary to accept asssignment for all services pro-
vided to all Medicare patients for a future 12-month period. The
first period began October 1, 1984. The second began October 1,
1985. After these dates, only new physicians in an area or newly
licensed physicians could enter into a participation agreement
until the next designated period.

Participating physicians were subject to the first 15-month
freeze. They were, however, permitted to increase their billed
charges during the freeze period. While increases in billed charges
will not raise Medicare payments during the freeze period, these
charges will be reflected in the calculation of future customary fee
screen updates. The law included additional incentives for physi-
cians who agree to become participating physicians. These include
the publication of directories identifying participating physicians
and the maintenance by Medicare carriers of toll free lines to pro-
vide beneficiaries with names of participating physicians. In Febru-
ary, 1985 DHHS reported that 29.8 percent of physicians were par-
ticipating.

36 Ibid., p. 19.
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Since the enactment of DEFRA, nonparticipating physicians (i.e.,
those who have not signed a voluntary participating agreement)
could continue to accept assignment on a case-by-case basis. They
could not, however, increase their billed charges during the 15
month freeze period over the amounts charged for the same serv-
ices during the April 1 through June 1, 1984, period. The law re-
quired the Secretary to monitor charges of nonparticipating physi-
cians to determine compliance with the fee freeze. Nonparticipat-
ing physicians who did not comply with the freeze were subject to
civil monetary penalties or assessments, exclusions for up to 5
years from the Medicare Program, or both.

(3) Peer Review Organizations

Public Law 97-248, the Tax Equity and Fiscal Responsibility Act
of 1982 (TEFRA), replaced the existing Professional Standards
Review Organizations (PSRO) program with a utilization and qual-
ity control peer review program. The Secretary of DHHS was re-
quired to enter into performance-based contracts with physician-
sponsored or physician-access organizations known as peer review
organizations (PRO’s) by November 15, 1984. Hospitals. receiving
payment under the new prospective payment system are required
to enter an agreement with a PRO under which the PRO will
review the validity of diagnostic information provided by the hospi-
tals; the completeness, adequacy and quality of care provided; the
appropriateness of admissions and discharges; and the appropriate-
ness of care provided to patients designated by hospitals as outliers
(i.e., cases which are extraordinarily costly to treat based on cost
and length of stay criteria).

(4) The HMO Benefit

During 1982 and 1983, DHHS awarded demonstration contracts
to 26 organizations to develop HMO’s for Medicare beneficiaries in
21 cities across the country. The actual implementation of the stat-
utory authority to contract was delayed for several years within
the DHHS because of the administration’s concerns over short-
term costs attached to the provision and technical difficulties in
setting prospective rates. But final regulations implementing this
authority were published on January 10, 1985, and in February
1985 the Department initiated a nationwide program providing for
the expanded use of HMO’s by Medicare.

The Medicare-HMO benefit is assuming an increasingly signifi-
cant role in providing health care to older persons. Between June
1984 and June 1985, the number of HMO’s serving Medicare bene-
ficiaries as part of their larger total enrollment rose from 105 to
180, an increase of 71 percent. The number of Medicare benefici-
aries enrolled in these HMO’s rose from 671,186 to 923,848, an in-
crease of 38 percent. Medicare beneficiaries now comprise 5 percent
of all HMO enrollees.

Two kinds of organizations are now eligible to contract with
Medicare: those that are federally qualified HMO’s under the 1973
HMO Act, and “competitive medical plans” as defined in TEFRA.
These plans have many of the characteristics of HMO’s but are al-
lowed to experience rate their premiums and to impose deductibles
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on beneficiaries. This category of plans was created to broaden par-
ticipation and to stimulate competition in the medical marketplace.

Each month, Medicare pays these participating organizations a
premium for every beneficiary-member. This payment—the aver-
age adjusted per capita cost—is equal to 95 percent of what Medi-
care estimates it would have paid traditional providers (hospitals
and fee-for-service physicians) in the same community. HMO’s are
also permitted to charge beneficiaries a monthly premium which is
equal to the value of traditional Medicare deductibles and copay-
ments.

(D) SUPPLEMENTAL HEALTH COVERAGE

From its enactment, Medicare was never intended to cover its
beneficiaries’ total health care expenditures; several types of serv-
ices are not covered at all, others are covered to some extent but
require the beneficiary to pay deductibles, copayments, and coin-
surance. Medicare has consistently covered approximately half of
the total medical expenses for noninstitutionalized, aged Medicare
beneficiaries. Other health care expenditures remain to be covered
by Medicaid, private supplemental health insurance, and other
sources.

According to HCFA’s National Medical Care Utilization and Ex-
penditure Survey of 1980, 67 percent of the aged Medicare popula-
tion has private insurance in addition to Medicare. Of the $41.7 bil-
lion in total medical expenses incurred by noninstitutionalized
aged Medicare beneficiaries in 1980, Medicare paid 56 percent, pa-
tients and their families paid 18 percent, Medicaid paid 7 percent,
and private insurance plans paid 15 percent. The likelihood of
having private insurance in addition to Medicare increased among
those with more education, and those with higher family incomes.
Among the Medicare beneficiaries who had private insurance cov-
erage, 82 percent had one private insurance plan, 17 percent had
two or more, and 3 percent had three or more. Approximately 54
percent of the aged Medicare beneficiaries with private insurance
had Blue Cross/Blue Shield plans, 45 percent had commercial in-
surance, and 6 percent were enrolled in HMO’s or other prepaid
health plans.

Private insurance purchased by the elderly generally concen-
trates its coverage on services which are covered by Medicare. For
instance, in 1977, 97.6 percent of all privately insured elderly per-
sons with Medicare coverage had supplemental coverage for hospi-
tal inpatient services, and 60 percent had coverage for ambulatory
physicians’ services, outpatient diagnostic services, and care in
skilled nursing facilities. On the other hand, relatively few Medi-
care beneficiaries had private insurance which covered services ex-
cluded from Medicare coverage: Only 40.6 percent had coverage for
medicines prescribed outside the hospital, and only 4.1 percent had
any dental coverage.

Group insurance often provides major medical coverage, requir-
ing a substantial deductible but offering comprehensive coverage of
remaining expenses. By contrast, about 75 percent of the elderly
with individually purchased insurance held no major medical bene-
fits. Group policy benefits were also superior to nongroup insur-
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ance in their coverage of fees exceeding the Medicare allowable
charge. Group health insurance offers premium advantages, as well
as coverage advantages, to the Medicare population. This is possi-
ble largely because employers make group insurance affordable.

Medicare beneficiaries insured under group policies had a mean
annual premium of $547, compared to only $201 for persons with
nongroup insurance, but employers paid 58.1 percent of this ex-
pense on average. Thus, the out-of-pocket cost of private insurance
for persons with group and nongroup insurance was virtually the
same, $196 versus $197. Yet persons with group insurance were
more likely to have coverage for services not covered, or partially
covered, by Medicare than were persons with nongroup insurance.
The lower cost of administering and marketing group insurance
also helps keep premiums low in relation to expected benefits: In
1977, benefits paid by group health insurance plans sold to the gen-
eral population averaged 90 percent of group premiums, whereas
nongroup insurance plans paid out only 50 percent of their premi-
ums in benefits. Thus, through lower administrative costs and high
employer contributions, persons with group insurance typically ob-
tained a higher range of benefits than persons with nongroup in-
surance.

2. IssuEs

(A) MEDICARE SOLVENCY AND COST CONTAINMENT

Total costs for Medicare have steadily increased since the pro-
gram was enacted. Qutlays for both benefits and administrative ex-
penses increased from $4.6 billion in 1967 (the first full year of the
program) to $65 billion in 1984, comprising 47 percent of total
public outlays for health care. By 1990, Medicare outlays are ex-
pected to reach over $100 billion.

The rise in Medicare costs has been a concern on two levels.
First, Medicare has been consuming an increasing share of the
Federal pie. In 1985, expenditures on Medicare represented about 7
percent of the total Federal budget. This compares with a little
over 4 percent in fiscal year 1976. [See chart 7-6.]
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With deficits expected to be over $200 billion in fiscal year 1986,
there are strong pressures to curb the growth in Medicare outlays.
As the second most expensive domestic program, it provides a
major target for deficit reduction efforts. While part A is largely
funded out of the hospital insurance trust fund and should be, in
the view of many in Congress, taken out of the unified budget, part
B is largely funded out of general revenues. It is thus a prime
target for annual spending cuts. By law, only 25 percent of the
Supplemental Medical Insurance (SMI) program is financed by pre-
miums paid by beneficiaries. The bulk of SMI goes to pay for physi-
cian services. Thus as physician payments increase, so too will
pressures on the general Treasury to finance part B—a fact that
has underscored the need to bring effective cost containment to
physician and other part B expenditures.

A second driving force for Medicare cost containment is the need
to assure solvency of the hospital insurance trust fund. The intro-
duction of PPS, along with other factors slowing inflation in the
medical marketplace, has given new life to the trust fund. In 1984,
the Medicare trustees’ were estimating that the HI fund would go
bankrupt by 1989 under pessimistic economic assumptions and
1992 under intermediate economic assumptions. In the 1985 report,
the trustees revised their projections, estimating that the HI trust
fund would remain solvent until 1998 under intermediate economic
assumptions, and 1992 under pessimistic ones. The reasons for the
trustees’ more optimistic projection were that (1) DHHS had indi-
cated that it would set the PPS hospital payment rates at the same
level as for fiscal year 1985, and (2) even in the absence of such a
freeze, the payment rates could go up no higher than the hospital
input price index plus one-quarter percent, a legislatively mandat-
ed reduction of three-quarter percent.
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Nevertheless, there remains a legitimate concern that the
present financing schedule for the HI trust fund is inadequate to
ensure its long-term health. According to the trustees, “in order to
bring the HI trust fund into close actuarial balance for the first 25
year projection period under alternative II-B assumptions (inter-
mediate economic assumptions), either disbursements of the pro-
gram will have to be reduced by 19 percent or income will have to
be increased by 24 percent.” 17 Moreover, because of changing de-
mographics, there will be increasingly fewer workers to support
each Medicare beneficiary as we move into the next century.
Today, there are four covered workers supporting each Medicare
HI enrollee. By the middle of the next century, there will be only
slightly more than two covered workers supporting each enrollee.
Thus, there is a pressing need to build reserves now to ensure the
same level of benefits to the next generations of elderly.

Impact of past cost-containment efforts.—Some progress has been
made toward lowering future costs and ensuring the solvency of
Medicare. According to HCFA’s 1984 report on the impact of PPS
on Medicare, PPS “appears to have slowed the increase in Medi-
care inpatient hospital payments. Although the increase is still
above the general rate of inflation, it appears to represent a down-
turn in the rapid growth of inpatient hospital payments that was
seen as a major threat to the solvency of the Medicare trust funds.
The estimated real rate of growth (i.e., the rate of growth after ad-
justment for the overall rate of inflation) in Medicare inpatient
hospital payments in fiscal year 1984 was 3.8 percent, compared to
the annual 10 percent real rate of increase between fiscal year
1973 and fiscal year 1982.” 18

HCFA also indicated that the rate of growth of Medicare outpa-
tient hospital payments was lower in 1984 than in previous years,
increasing about 7.3 percent. Physician payments also grew at a
slower rate: 6.2 percent as compared to an annual 8.9 percent real
rate of increase between fiscal year 1973 and fiscal year 1982.
HCFA stated that it did not know the degree to which this drop
was attributable to the freeze on physician payments.t®

Further reforms needed.—In working out the means to prevent
the future insolvency of the trust fund, Congress may have to make
further systemwide changes to the Medicare Program. There is,
however, no consensus at this time about how reform is to be
achieved. Some, for example, advocate tapping new sources of reve-
nue for the trust fund such as additional premiums, an income tax
surcharge to be paid by Medicare beneficiaries, dedicated addition-
al excise taxes on tobacco and alcohol, and funds from general tax
revenues. Others propose to transform the basic mode of health
care delivery to a delivery system dominated by organizations that
manage the provision of health care, such as- health. maintenance
organizations and health insuring organizations: Still others sug-
gest that Medicare costs can be contained by cutting back coverage, -

17 Ibid., p. 14.

18 U.S. Department of Health and Human Services, Report to Congress: The impact of the
Megilcl;a!('ie Hospital Prospective Payment System, 1984. Washington, D.C. p. xvii.

1 id., p. xvii. -
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by requiring a means test for eligibility, or by altering payment in-
centives to make providers more efficient.

Cost-containment and cost-shifting.—While there has always
been a certain degree of cost-sharing and cost-shifting in the Medi-
care Program, the problem has worsened with Federal cost-contain-
ment efforts. Medicare was not designed to provide beneficiaries
with comprehensive health benefits; preventive health care, long-
term care and prescription drugs are just some of the areas not
covered that have to be paid for by the beneficiary either through
supplemental insurance coverage or out-of-pocket. In addition,
“shortfalls in Medicare . . . reimbursement of doctors and hospi-
tals have led health care providers to shift unreimbursed costs of
serving uninsured patients and Government beneficiaries to pri-
vate sector bill payers.” 20

As cost containment and budget battles have taken their toll on
Medicare, beneficiaries have been forced to pay for a higher pro-
portion of costs of their health care. ICF, Inc., a private consulting
firm, prepared an analysis for the American Association of Retired
Persons on the role of Medicare in financing the health care of
older Americans.2! ICF found the following:

—The average elderly household will incur health expenditures

(incilgus%ing health insurance premiums) of approximately $8,340
in .

—DMedicare will pay for almost 40 percent of households costs,
and 45 percent of the average individual’s costs. Medicare will
pay for almost 60 percent of the costs of noninstitutionalized
elderly and only about 20 percent for the elderly who are insti-
tutionalized.

—The average elderly household will pay approximately $2,670
for direct out-of-pocket payments and health insurance premi-
ums.

—As a percentage of household income, the average elderly
household will pay 11.6 percent of income on direct out-of-
pocket payments and health insurance premiums in 1986.

In 1986, it is predicted that non-Medicare covered health care ex-
penditures for prescription drugs for the noninstitutionalized elder-
ly will be $8.5 billion. The noninstitutionalized elderly will also
spend a total of almost $10 billion on dental care, eyeglasses and
other professional and health services.

(B) QUALITY OF CARE

When Congress enacted Public Law 98-21 establishing Medi-
care’s prospective payment system, there was a general recognition
that inherent in the newly structured payment system were incen-
tives to underserve patients and discharge patients permaturely.
To ensure against these outcomes, Congress charged the peer
review organizations with monitoring for quality of care as well as
utilization outcomes.

20 Meyer, Jack A. Passing the Health Care Buck: Who Pays the Hidden Cost, With William R.
Johnson and Sean Sullivan. Washington, D.C., American Enterprise Institute for Public Policy
Research, 1983, p.1. .

2 ICF Inoorgorat.ed. The Role of Medicare in Financing the Health Care of Older Americans.

8:

Washington, 1985.
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Nevertheless, PPS incentives to reduce costs and thus services
were strong enough to raise fears that the health or lives of some
Medicare beneficiaries would be endangered. After a year of imple-
mentation, many physicians and consumer groups representing the
elderly began to grow concerned that PPS was posing serious
threats to quality of care for Medicare beneficiaries, and might be
eroding access to care for the sickest and oldest beneficiaries.

In early December 1984, the American Medical Association pub-
lished the results of an informal survey of its members. A large
majority of those who responded felt quality of care had already de-
teriorated, or would deteriorate as a result of PPS. The AMA
survey reported that hospital administrators were encouraging
physicians to discharge patients for a primary condition and read-
mit for a second; that there was pressure to release patients prema-
turely; and that practitioners were being asked to take a more crit-
ical look at the number of tests and procedures that they were or-
dering for their patients.

In February 1985, the General Accounting Office released to Sen-
ator Heinz and the Senate Special Committee on Aging, a prelimi-
nary report of a study on the impact of PPS on post-hospital care.
The GAO report,2? based on testimony from hospital, nursing
home, and home health agency representatives from six communi-
ties around the Nation, indicated that patients were being dis-
charged from hospitals “sicker and quicker” than before PPS and
that in too many cases, were being discharged to inappropriate
levels of care or no care at all. These findings were echoed in a
joint hearing of the House Select Committee on Aging and the
Task Force on Rural Elderly on February 26, 1985.

The administration, through the Health Care Financing Admin-
istration, countered these findings by claiming that “while there
have been isolated instances of premature discharge and inappro-
priate transfer, there has been no evidence of systemic abuse” 23
HCFA argued that the watchdogs of quality, the peer review orga-
nizations (PRO’s), were doing their jobs and that no major prob-
lems were developing.

As the agency with administrative and rulemaking responsibility
for Medicare, HCFA is critical to the success or failure of the PRO
program, the collection of data on quality and access under PPS
and the overall operation of prospective reimbursement. But even
in the light of increasing evidence of quality of care problems,
HCFA repeatedly failed to acknowledge those problems or to take
action to make the improvements needed in the statutes and regu-
lations governing the PRO’s.

(1) Effect of Prospective Payment on Quality

In February 1985, the Senate Special Committee on Aging
launched an investigation into quality of care under PPS. Commit-

22 U.8. General Accounting Office. The Impact of Medicare’s Prospective Payment System on
Post-Hospital Care; Letter of February 21, 1985 to Senator John Heinz. Washington. 1985.

23 Carolyne Davis, Ph.D., Administrator, Health Care Financing Administration. Testimony,
U.S. Congress, Senate Committee on Finance, Subcommittee on Health. Hearing on Peer.Review
Organizations. 99th Congress, 1st Session. April 19, 1985. Washington, D.C. U.S. Govt. Print. Off.
1985. p. 51-52.
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tee staff visited and collected data from five PROs, and a number
of community and university hospitals. The inquiry involved scores
of interviews with Medicare beneficiaries, practicing physicians
and nurses, university researchers, personnel from the Health Care
Financing Administration, and the Department of Health and
Human Services Office of Inspector General. In addition, commit-
tee staff gathered and analyzed volumes of records obtained from
these organizations and individuals.

The committee’s investigation led to three hearings in the fall of
1985: September 26, October 24, and November 12. The committee
looked at quality of care issues in the hospital and post-hospital
settings and heard witnesses from 14 States detail a large variety
of problems with quality and access. The committee also heard
from a wide-ranging set of experts on ways to respond to the vari-
ous problems developing under PPS.

The committee found that quality of care problems are wide-
spread, and that the PRO’s feel hamstrung in their ability to per-
form their watchdog responsibilities. The most serious problems
seem to be at the point of discharge from the hospital. Too often,
hospitals discharge patients without regard to the appropriateness
of post-hospital care.

Specifically, the committee looked at the nature and extent of
quality of care problems, their causes, and possible solutions:

(a) Earlier discharge

Patients are being discharged in a poorer state of health than
before PPS. Case histories brought to the attention of the Commit-
tee on Aging revealed that medically unstable patients have been
prematurely discharged.

(b) Denial of access

Some hospitals have denied admission to patients with multiple
serious conditions. Several physicians and hospital administrators
described cases where patients deemed “DRG losers” were denied
admission or inappropriately discharged from the hospital.

Experts testified that the DRG system does not account for dif-
ferences in severity of illness. [Severity of illness refers to the fact
that two patients with the same diagnosis may require different
levels of care, particularly if one is older or there are other compli-
cating conditions present.] As a result, equitable reimbursement—
where hospitals are reimbursed adequately, but not excessively for
patient care—cannot be assured under DRG’s. This places the
heavy-care patient in jeopardy of falling victim to a hospital’s fear
of finanical loss and being prematurely discharged, inappropriately
transferred, or refused admission.

(¢) Inadequate rights of appeal

Many patients who may wish to present evidence of substandard
care or challenge a discharge decision are unaware of their right of
appeal, are given false or incomplete information regarding their
right to appeal, or lack the necessary advocacy systems essential to
appeal a discharge decision on their behalf.

Hospitals are required by law to “inform Medicare beneficiaries
at the time of admission, in writing, that the care for which Medi-
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care payment is sought will be subject to PRO review and indicate
the potential outcomes of that review’—i.e., that the PRO can
deny reimbursement. This does not offer the beneficiary any expla-
nation of how to appeal to the PRO as the agent of Medicare, au-
thorized to ensure that Medicare does not pay too much, and qual-
ity is assured. There is also no standard language for hospitals to
inform patients about DRG’s and PRO’s or about their rights to
appeal. Not only is the information on exercising one’s right practi-
cally nonexistent, but those substantive rights themselves are defi-
cient. Current law contains too many loopholes through which hos-
pitals can escape the responsibility of providing notice and appeal
rights to beneficiaries.

(d) Pressures on physicians

Some hospitals are pressuring doctors to treat patients in ways
that violate good medical judgment in order to save money. For ex-
ample, a physician from a Pennsylvania hospital testifed that his
hospital had recently decided to warn doctors that their privileges
could be jeopardized if their patients frequently overstayed the
DRG average lengths of stay. A physician from California testified
that one hospital he practices in has begun to pressure physicians
toward quicker discharges by publicly ranking and comparing
those physicians with longer and more costly patient stays to those
with shorter moneysaving stays. Physicians’ decisions to admit or
not to admit patients for hospital care often have been based upon
inflexible sets of DRG “‘cookbook” admission criteria.

(e) Limited scope of PRO’s

HCFA has focused the PRO’s on a very narrow and incomplete
set of quality issues, and therefore, HCFA’s assessment of quality
of care is grossly deficient. The PRO’s existing contractual scope of
review is limited to cases where the patient is readmitted to a hos-
pital within 7 days. Thus, cases of readmission after 7 days or to
hospitals outside the PRO area, deaths after premature or inappro-
priate discharge, denials of admission, inappropriate placement out
of the hospital, and lack of adequate care in the community are not
reviewed by a PRO.

Thomas Dehn, M.D., president of the American Medical Peer
Review Association, testified that HCFA primarily wants data from
the PRO’s on utilization of stay—i.e., number of admissions, costs
per admission, etc.—and is less concerned with quality review.
AMPRA’s report, “PRO’s: The Future Agenda’”, dated September
1985 and prepared by their Task Force on PRO Implementation,
states that: “The present quality assurance system required under
PRO contracts is limited, restrictive, and lacks the innovation
needed at a time when the incentives of PPS raise the potential for
compromised care. The imposition of quality objectives presupposes
baseline data that can validate the existence of quality problems.
Given the advent of prospective payment, no such data is available
across a wide spectrum of in-patient care to the elderly. Only now
are quality care concerns surfacing.”

Existing Federal law does not permit PRO’s to deny payment to
a hospital or physician on the basis of poor quality of care. Under
current law, when PRO’s find a utilization problem (such as admis-
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sion for a procedure that should have been done on an outpatient
basis), they can unilaterally deny reimbursement under Medicare.
However, when PRO’s find a quality of care problem, no immediate
action can be taken. Instead, they must refer it to the Secretary for
an eventual decision on whether to seek repayment from the pro-
vider or exclude the provider from participation. Further, the
PRO’s are to report quality of care problems only if there is a pat-
tern of substandard care or one particularly egregious instance.

() Inadequate post-hospital care

Large numbers of Medicare patients who are discharged quicker
and thus sicker often find post-hospital care is unavailable or sub-
standard. The stress on post-hospital services is substantially in-
creasing. As GAO concluded from its survey of providers, “evidence
of a trend toward increased use of home health services may not be
showing up on early reports of the use of Medicare home health
services that are based on hospitals’ discharge data. . . . A large
proportion of monthly hospital referrals to home health care (in
one hospital, 89 percent of all discharges were to home health)
were not showing up as discharges to home health care on the hos-
pital discharge abstracts processed by the peer-review organiza-
tions.”

GAO stated in its February 1985 report, that at each site they
visited, “the view was expressed . . . that patients are being dis-
charged from hospitals after shorter lengths of stay and in a poorer
state of health than prior to PPS.” Providers of post-hospital care
confirmed to the committee that Medicare admissions to nursing
homes have increased dramatically since DRG’s began. These wit-
nesses reported that “PPS has resulted in more and sicker patients
being released into the community, often to the care of families
who are not prepared or able to adequately care for them. . . .
With the shorter length of stay and reduced staff in many hospi-
tals, patients are often too sick to respond positively to educational
efforts and nurses are too shorthanded to spend the extra time”
needed to train the patient and the family to provide the care that
will be needed at home.

Results of a committee investigation confirm data from HCFA in-
ternal reports which document a nearly 40-percent increase in dis-
charges to skilled-nursing and home health care since October
1983. These data also demonstrate the inability of HCFA to esti-
maée the rapid rise in the use of this benefit since the enactment of
PPS.24

Only hospitals that voluntarily opt to have a Department of
Social Work are required to meet Federal rules for discharge plan-
ning, and these rules have been criticized as inadequate by the Na-
tional Association of Social Workers. HCFA plans to do away with
even these lax rules. Existing hospital discharge planning pro-
grams—important mechanisms for assuring that patients are
placed in appropriate community settings—are seriously overtaxed

24 J.S. Congress, Senate Special Committee on Aging. Committee Staff Report for Hearing on
Medicare DRGs: Challenges for Post Hospital Care. 99th Congress, 1st Session. October 24, 1985.
Washington. 1985.
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under PPS with the result that Medicare patients often receive in-
adequate post-hospital care.

Home health and nursing home care in the community is often
unavailable. Testimony at an earlier hearing of the committee
showed this shortage is aggravated by widespread illegal discrimi-
nation against Medicare and Medicaid eligible patients. Nursing
homes prefer to take patients who will pay higher private rates as
well as patients whose conditions are less costly to care for.

Community services are even less available when one looks at
the quality of facilities. For example, more than 970 nursing homes
have been chronically substandard for years, according to HCFA
data, but these facilities still retain their certification to receive
Medicare and Medicaid patients.

William Dombi, attorney from Legal Assistance for Medicare Pa-
tients in Connecticut, testified on October 24, 1985 that HCFA has
“circumvented the law and subverted the intent of Congress . . .
through oral and written policy directives, all designed to curtail
home health and skilled nursing facility coverage.” Mr. Dombi
went further to assert that “there are two Medicare Programs, the
one that is in the books under 42 USC section 1395 [and the one
based upon the] directives of the Health Care Financing Adminis-
tration.” Other witnesses from the long-term care provider commu-
nity confirmed that “patients cannot be admitted for care because
of restrictive HCFA guidelines.”

() Inadequate data

According to the GAO, which testified at the November 12 hear-
ing and updated the committee on its study of the impact of PPS
on post-hospital care, DHHS lacks any statistically valid basis to
confirm or deny the effect of DRG’s on the quality of health care
older Americans need or received upon discharge from the hospital.
According to GAO testimony, DHHS does not have the necessary
data to evaluate whether PPS has either increased or decreased
the quality, access, demand, use or cost of post-hospital care for
Medicare beneficiaries. Furthermore, DHHS is not planning to do
the types of evaluations that are necessary to determine whether
PPS i1s the cause of changes in these five areas.

There are, however, significant indications that these problems
are more severe and widespread than current HCFA estimates. Ac-
cording to HCFA’s own reports, between October 1, 1983, and May
31, 1985, 4,724 cases of suspected inappropriate discharges and
transfers had been reported by the PRO’s. Investigations by the
DHHS Office of Inspector General confirm that these involved seri-
ous problems with substandard care, and that there were numer-
ous cases in which there was little or no corrective action taken by
HCFA or the PRO’s.

(2) Unfit Health Practitioners

Another concern relating to the quality of health care has been
the effectiveness of Federal and State authority in regulating unfit
health practitioners. As part of its ongoing efforts to safeguard the
quality of care provided to Medicare and Medicaid recipients, the
U.S. Senate Special Committee on Aging held a hearing in May
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1984 to highlight serious defects in the ability of the Federal Gov-
ernment to protect the elderly and others from treatment by in-
competent and dangerous medical practitioners. The problem stems
from the limited authority possessed by the Secretary of the De-
partment of Health and Human Services (DHHS) to exclude practi-
tioners from participation in, and reimbursement from, the Medi-
care and Medicaid Programs.

Licensing of health care professionals is a responsibility of the
States, and practitioners can, and often do, hold licenses in more
than one State. State licensing boards are empowered to sanction
practitioners for their improper actions related to any patient, and
when the board suspends or revokes a practitioner’s license, he or
she can no longer legally provide services in that State.

In sharp contrast to this broad State power, DHHS has very lim-
ited authority to sanction practitioners. The Secretary is responsi-
ble only for practitioners’ participation in Medicare and Medicaid,
not for their other services, and can sanction practitioners or ex-
clude them from Medicare and Medicaid only for specific acts com-
mitted against those two programs and their beneficiaries.

Because of DHHS limited exclusion authority, practitioners who
are found by the Secretary to be unfit to participate in Medicare or
Medicaid in a particular State, or are found by a State licensing
board to be unfit to practice in that State, pose a threat to all Med-
icare and Medicaid patients. This is because they are able to relo-
cate to another State in which they are licensed and set up another
practice with no assurance that the problems which led to their
sanctioning in the first State were corrected before they began
treating Medicare and Medicaid patients in the other State. This
situation was confirmed by a General Accounting Office (GAO) in-
vestigation which revealed that Medicare and Medicaid patients
are being treated in some States by doctors and pharmacists who
have been stripped of their licenses to practice in other States for
reasons which do not justify national exclusion from Medicare and
Medicaid under the Secretary’s current exclusion authority. The
GAO also identified a number of specific problem areas and gaps in
the Secretary’s exclusion authority.

(C) REIMBURSEMENT PROBLEMS UNDER PROSPECTIVE PAYMENT (PPS)

1985 was the second full year for Medicare under prospective
payment and the system was still experiencing many wrinkles. As
the effects of PPS were being more fully realized by hospitals, pres-
sures increased for various adjustments to the DRG’s as well as for
delays or changes to the schedule for the phase-in to national pay-
ment rates. In addition, indigent care, physician reimbursement,
and capital payment reform emerged as major issues requiring
futher action over the next few years.

Because payment adjustments under PPS are generally made
within a budget neutral framework, most of the above are alloca-
tion rather than budget issues. Any adjustment will produce win-
ners; it will also produce losers. Consequently, much of the debate
over PPS changes tended to divide the hospital industry along re-
gional and geographic lines. There were also major tensions be-
tween teaching and nonteaching facilities. Many of the issues were

58-335 0 - 86 - 7
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interrelated: the transition to national rates, changes in the area
wage index, reimbursement for medical education all have a direct
bearing on each hospital’'s Medicare payment. Congress addressed
each of these issues in the context of deficit reduction and through
the House and Senate budget reconciliation process. In fact, the
only major vehicles for Medicare changes in 1985 were the budget
reconciliation bills.

(1) Hospital Payment Issues

(a) Transition to national rates

Current law provides for a 3-year transition from hospital specif-
ic costs to a fully phased-in national DRG payment rate in fiscal
year 1987. This transition period was intended to provide time for
finetuning of the prospective payment methodology. Hospitals that
stand to lose money from the transition to national rates have
worked to freeze or slow the transition, a position that is unpopu-
lar with the rest of the hospital community and with the adminis-
tration. - ,

The American Hospital Association has called for the replace-
ment of the current transition to national rates with DRG-specific
price blending. “Blending would increase the percentage of the hos-
pital-specific rate, as opposed to the national average rate, in spe-
cific DRG’s with a high degree of cost per case variation. In DRG’s
with smaller variation, payment would be weighted more heavily
toward the national rate.” 25 The intent of this plan is to ensure
greater equity in payments to hospitals. Critics of the plan, howev-
er, argue that it would be extremely complicated and would under-
mine a principal objective of PPS, that is, achieving a Medicare
payment system based on a uniform nationwide price for each DRG
with as few adjustments as possible.

(b) Area wage index

The area wage index is an important element used in the calcu-
lation of the regional and national standardized DRG payments to
hospitals. This was done to ensure that the DRG payments reflect
differences in wages from area to area. To compute the initial wage
index, HCFA used hospital wage and employment data maintained
by the Bureau of Labor Statistics (BLS) of the Department of
Labor. However, it is generally recognized that this data base does
not accurately reflect differences among hospitals. The principal
limitation of the BLS data—their inability to recognize local differ-
ences in the number of part-time hospital workers, was cited by a
large number of hospitals, particularly rural midwestern facili-
ties.26

Under the Deficit Reduction Act of 1984 (Public Law 98-369),
HCFA was required to report to Congress on a refined wage index
which was to be implemented retroactive to October 1983. In 1984,
HCFA attempted to obtain better data on wage differences through

25 American Hospital Association, Annual Meeting Issues Papers, unpublished draft, Wash-
ington, D.C. 1985, p. 2.

26 1J.S. Dept. of Health and Human Service, Health Care Financing Administration, Report to
Congress on the Hospital Wage Index as required by section 2316(a) of P.L. 98-369. Washington,
D.C. March 28, 1985.
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a survey of hospitals, but the survey was hampered by a low re-
sponse rate and questionable data quality.

The required report,2? which was released to Congress in March
1985, proposed two alternatives. One wage index was derived from
total gross hospital wages, which included salaries and wages for
contracted labor, interns and residents, personnel employed in non-
hospital cost centers and hospital-based physicians. The other index
excluded several variables from its calculation and was referred to
as the adjusted gross index. On September 3, 1985, HCFA imple-
mented a new wage index for discharges occurring on or after Oc-
tober 1, 1985. This index was based on the gross wage data from
HCFA’s 1984 survey. The rule also provided that the retroactivity
required by current law would not come into effect until April 1,
1986. This was done to allow time for Congress to reverse the retro-
active provision and for HCFA to develop a method to identify ret-
roactive amounts.

(¢c) Graduate medical education

Since its beginning in 1965, Medicare has reimbursed hospitals
for its share of the direct costs of approved health professions edu-
cation programs conducted in hospitals. These direct costs include
salaries and fringe benefits for residents, faculty, and support staff;
the cost of conference and classroom space in the hospital; any
costs of additional equipment and supplies; and allocated overhead
costs. Physician graduate medical education is the most costly com-
ponent of health professions education paid under Medicare.2® In
fiscal year 1986, Medicare’s payments to hospitals for the direct
costs of graduate medical education are expected to be $1.3 billion.

Medicare also pays teaching hospitals an additional amount,
called the indirect adjustment, to cover factors (including indirect
teaching costs such as additional tests ordered by residents) that
are believed to result in higher costs in teaching hospitals than in
nonteaching hospitals. Medicare’s payments for indirect teaching
costs are expected to be $1.4 billion in fiscal year 1986. In total,
Medicare will spend $2.7 billion on medical education in fiscal year
1986. Medicare is the single largest payer for health professions
education in hospitals.2® When the Medicare Program was estab-
lished, Congress was clear in its intent that Medicare should sup-
port the clinical training of health personnel. As a result of Medi-
care payment policies and additional Federal support of the health
professions through NIH and title VII of the Public Health Service
Act, a vast network of medical and health profession schools devel-
oped throughout the country.

This growth in medical education has helped ease what was once
a substantial physician shortage to the point where many now
argue that we are in danger of having too many physicians by the
end of the decade. According to a report by the Graduate Medical
Education National Advisory Committee (GMENAC) published in
1980, there will be 70,000 excess physicians by 1990 and 145,000

27 [hid.

28 U 8. Library of Congress, Congressional Research Service, Background Paper for use of the
Members of the Senate Finance Committee on Payments for Medical Education by the Medicare
Program. Washington, D.C. May, 1985.

29 Thid.
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excess physicians by 2000.3° A 1984 study by DHHS has predicted
an excess of more than 35,000 physicians by 1990 and about 51,000
by 2000.3! However, while in the aggregate there may be too many
physicians, a physician shortage will exist for certain specialty
areas such as psychiatry and primary care specialists.

There is also evidence that there remain a large number of medi-
cally underserved areas in the Nation, indicating that excess
supply does not directly alleviate maldistribution problems, espe-
cially in poor inner-city neighborhoods and remote rural areas. The
DHHS and GMENAC reports also reinforce growing concerns
about the appropriateness of continued Medicare funding for for-
eign medical graduates (FMG’s). On the one hand, FMG’s have
helped alleviate shortages in some geographical areas; on the other
hand, they are viewed as feeding the physician glut.

With mounting pressures on the Medicare hospital insurance
trust fund, the growing Federal deficit, and the increased supply of
physicians, the administration and many in Congress have begun
to question whether Medicare’s payments for graduate medical
education should be continued. Direct payments for medical educa-
tion are especially problematic because they are still paid on a
pass-through or open-ended basis, that is, the incurred costs of ap-
proved programs are reimbursed regardless of the nature and costs
of the program.

Nevertheless, indirect payments are also a target for cuts be-
cause they are seen as too generous. The indirect adjustment
serves as a proxy for other factors that are not adequately recog-
nized by DRG’s but that may increase costs in teaching hospitals
which traditionally treat sicker patients. These include higher case
severity, greater intensity of service, and in some cases, dispropor-
tionately large amounts of uncompensated care. In 1983, with the
implementation of DRG’s, Congress decided to apply a doubled in-
direct medical education adjustment to the DRG’s to substitute for
those factors noted above. DHHS claims that the indirect adjust-
ment is unjustified. According to HCFA, there is no empirical evi-
dence to support the doubling of the adjustment. It therefore
makes sense to return the adjustment to its original level.

In response to these and other concerns, various proposals have
been offered to change the way in which Medicare pays hospitals
for health professions education. In the administration’s fiscal year
1986 budget, a freeze on direct graduate medical education pay-
ments was proposed. In addition, the administration called for a 50-
percent reduction in indirect payments. Together, these measures
would have produced a 31-percent reduction in Medicare support
for graduate medical education. They drew instant criticism from
the American Association of Medical Colleges (AAMC) and its
member institutions which recommended against the freeze. In its
place, AAMC urged that Congress amend DRG’s to reflect heavier
hospital-specific weighting in the payment formula. This set the

30 U.S. Dept. of Health and Human Services. Summary Report of the Graduate Medical Edu-
cation National Advisory committee to the Secretary. Washington, D.C. September, 1980.

31 U.S Dept. of Health and Human Services. Report to the President and Congress on the
Ssgtus of Health Personnel in the United States. Excutive Summary, Washington, D.C. May,
1984,
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stage for a heated debate in Congress over the future of Medicare’s
support for graduate medical education.

(d) Medicare and uncompensated care

Traditionally, the public-private patchwork of health insurance
coverage has afforded basic protection to a majority of Americans.
However, today there are 35 million Americans who find them-
selves without health insurance. Of these, 5.5 million are age 45 to
54 and 2.9 million are age 55 to 64. Surprisingly, even 389,000 per-
sons over the age of 65 are without insurance of any kind even
though the common perception is that the elderly are taken care of
by Medicare and Medicaid.32

The number and proportion of the uninsured is increasingly sub-
stantially. The number of uninsured nonaged persons, the only
group for which trend data are currently available, increased by
20.4 percent from 1979 to 1983.

Prior to the last recession, the problem of the uninsured was
viewed as a problem of the very poor, and those individuals who
had seasonal, part-time, or low-skilled jobs, in which employers
generally did not provide health insurance coverage. Most working
Americans received health insurance through their or their
spouse’s employer. Others were protected by public insurance pro-
grams or their costs were picked up by health care providers who
subsidized nonpaying patients by shifting these “bad debts” and
“uncompensated care” patients to other payers.

But during the last recession, 10.7 million Americans lost their
admission tickets to the health care delivery system. These people
lost health insurance protection when they or their family’s head
of household lost their jobs. Since that time, the system of health
care protection has changed radically. Cutbacks in Medicaid and
other public programs have caused cracks in those sources of
health care which directly serve America’s uninsured. In addition,
the changing nature of America’s health care, with reforms in re-
imbursement, heightened competition and the growth of for-profit
medicine, is making it increasingly difficult for the uninsured and
the underinsured to obtain even emergency access to health care.

Before prospective payment, many hospitals were able to shift
the burden of providing high levels of uncompensated care to Medi-
care and other payers, such as Blue Cross. Under PPS and the
threatened ratcheting down of Federal payments, as well as tight-
ening reimbursement policies among private payers, hospitals are
increasingly reluctant to take patients for whom there is no guar-
antee of reimbursement. The shrinking number of hospitals that do
take large numbers of low-income patients argue that such patients
are generally sicker and require greater intensity of services. To
the extent that these hospitals are bearing a disproportionate
burden of such patients, they assert that they should be receiving a
reimbursement which reflects this special burden.

Disproportionate share hospitals.—Legislation addressing dispro- °
portionate share hospitals (DSH’s) was first enacted as a provision
in the Tax Equity and Fiscal Responsibility Act of 1982 (Public

32[J.S. Congress, Senate Special Committee on Aging, Americans at Risk: The Case of the
Medically Uninsured. Background Paper Prepared by the Staff. Washington, D.C. June 27, 1985.
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Law 97-248) which established the foundation for Medicare’s PPS.
The Secretary of DHHS was required to provide for exemptions
from, and adjustments to, the cost limits then in effect for Medi-
care reimbursement to hospitals. HCFA did not implement the pro-
vision because, as was indicated in regulations, it did not have the
data to determine the extent to which special consideration for
such hospitals was warranted or the type of provision that might
be appropriate. A similar provision of DSH’s was included in Public
Law 98-21, the measure creating Medicare’s PPS. Under this act,
the Secretary was charged with developing a methodology for a
DSH adjustment to the DRG’s. Again, HCFA indicated in regula-
tions that it would not implement the provision in fiscal year 1984
or fiscal year 1985 because it did not believe that it had the evi-
dence to justify the adjustment. In Public Law 98-369 (the Deficit
Reduction Act of 1984), Congress required the Secretary to develop
a definition of disproportionate share hospitals and to identify such
hospitals by December 31, 1984. HCFA is still working to fulfill this
requirement.

The special needs of DSH'’s have been the subject of much debate
and has greatly influenced congressional action so far. Special
needs could be interpreted to include a broad array of specific prob-
lems found in hospitals serving low income or Medicare patients,
ranging from potentially higher costs of treating patients that are
more severly ill to the cost of providing uncompensated care. Gen-
erally, they have been interpreted more narrowly. Thus, the costs
of additional services and more costly services that may be re-
quired to meet the needs of low income or Medicare patients would
be included only to the extent that such costs result in higher Med-
icare operating costs per case in hospitals serving disproportionate
numbers of such patients. Moreover, the possibility of additional
payments to hospitals under Medicare for such costs as uncompen-
sated care have been excluded, usually on the grounds that section
1861(v) of the Social Security Act specifically prohibits Medicare
from paying for the costs of services provided to persons not enti-
tled to benefits under the program.33

On April 1, 1985, the Prospective Payment Assessment Commis-
sion, which was mandated by Public Law 98-21 to advise the Secre-
tary and Congress on PPS issues, recommended that a DSH provi-
sion be included in fical year 1986 PPS rates.?* Armed with this
recommendation, and frustrated by HCFA’s inaction, the House
Ways and Means Committee decided to come up with its own ad-
justment, and included a provision in its deficit reduction package.
In response to a court order from the U.S. District Court for the
Northern District of California, resulting from the lawsuit of a
small California rural hospital, HCFA published proposed rules im-
plementing the DSH provision on July 1, 1985 (Redbud Hospital
District v. Heckler). However, HCFA made clear that it would
award such an adjustment only in extraordinary cases and only
after a case-by-case review. HCFA also appealed the decision.

33 U.S. Library of Congress, Congressional Resrearch Service. Medicare Payment Provisions
for Disproportionate Share Hospitals. Background Paper. Pepared for the use of the Members of
the Committee on Finance, Washington, D.C. July 1985.

34 U.S. Dept. of Health and Human Services, Prospective Payment Assessment Commission,
Report and Recommendations to the Secretary. Washington, D.C. April 1, 1985.
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(e) Hospital capital costs

The issue of how Medicare pays for hospital capital costs was ex-
pected to be a major issue in 1985, but was left to the 1986 agenda
when HHS failed to deliver the congressionally mandated report,
and other Medicare issues emerged. Under current law, hospitals
are reimbursed on a retrospective cost basis for their expenditures
for equipment and facilities, including depreciation costs, and
return on equity. The passthrough of capital costs has encouraged
hospitals to make capital investments, whether or not those invest-
ments are justified in terms of the needs of their communities. In
1984, Medicare paid about $3.2 billion for capital-related costs.

Under Public Law 98-21, if Congress does not pass legislation
bringing capital payments under prospective payment by October
1, 1986, all States will have to review hospital capital expenses
under the section 1122 program, something almost no one favors.
The administration was supposed to deliver a report on capital pay-
ment options by October 1, 1984, but the report was still under
OMB review in December 1985. A capital payment plan is, howev-
er, expected to be incorporated in the administration’s fiscal year
1987 budget proposal. The plan is likely to produce substantial sav-
ings in capital expenditures in Medicare by providing for a capital
add-on to the DRG’s of a specified percentage. According to early
reports, the new system would be phased in over a 5-year period in
five even steps. In fiscal year 1987, 20 percent of capital payments
would be based on a national prospective rate, while 80 percent
would be based on hospital-specific capital costs. The split would
move to 60-40 in fiscal year 1988, 40-60 in fiscal year 1989, 20-80
in fiscal year 1990, and 100 percent national rate in fiscal year
1991. Return on equity payments to proprietary hospitals and
funded depreciation offset payments to voluntary hospitals would
not be included in the national portion.

(2) Physician Payment

Medicare’s expenditures for physician services increased at an
annual rate of 20.6 percent over the fiscal years 1979-83 period.
While reduced inflation and the fee freeze have curbed the rate of
increase, physician payments are still on the rise, fueling the
desire of the administration and Congress to reform the payment
system.

Since 1983, the principal strategy for holding down expenditures
has been the physician fee freeze and the participating physician
program, neither of which were intended as long-term reforms.
However, serious consideration of more fundamental changes has
been hampered by a number of factors. These include major gaps
in the data on what the program is currently paying for, opposition
by a number of physicians to a major alteration in the fee-for-serv-
ice/voluntary assignment approach, and the uncertainty concern-
ing the actual impact of the major reform options on both the pro-
gram and beneficiaries. However, with the increasing need to curb
costs and the vast innovation and change occurring in the organi-
zation of physician practice, pressures for comprehensive reform
are likely to mount.
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The major alternatives which are being discussed include fee
schedules, paying for physicians’ services on the basis of DRG’s, or
paying for services on a capitation basis. Studies of a number of op-
tions are currently being conducted by HCFA, the Office of Tech-
nology Assessment, and other public and private entities.

(a) Physician payment options

Fee schedules.—The current de facto fee schedules based on local
prevailing charge patterns would be replaced by a uniform fee
schedule for all physicians’ services. One way to do this would be to
use a relative value scale (RVS), which is a method of valuing indi-
vidual services in relationship to each other. Each service is as-
signed an abstract index or weight and other services are assigned
higher or lower numbers to indicate their value relative to that
service. The use of RVS could make the payment system more sen-
sitive to a physicians’ time, skill, overhead costs, and the complex-
ity of the service. An RVS is not a fee schedule. However, it is
translated into a fee schedule by use of a predetermined conversion
factor. The drawback to RVS is that its complexity is such that a
workable system may be difficult to develop.

Fee schedules would rationalize the current payment system and
place limits on payments for individual services. The key issue is
the payment unit. It needs to be designed so that physicians are
unable to manipulate the system by increasing or unbundling serv-
ices or upcoding (coding for a procedure that is reimbursed higher
than one actually delivered).

Physician DRG's.—Under the Social Security Act Amendments
of 1983, DHHS was required to report to Congress by July 1985 on
the feasibility of paying for physicians’ services provided to hospi-
tal inpatients on the basis of DRG’s. DHHS has not yet given Con-
gress the report.

It is expected that a physician DRG payment scheme for inpa-
tient services would involve the establishment of a predetermined
rate for each of the 471 DRG’s used under the PPS system. The
major advantage of this scheme is that it would establish a speci-
fied payment amount for all services provided during an inpatient
stay. There are, however, numerous questions about the practicali-
ty and appropriateness of a DRG scheme for physicians. The exist-
ing DRG system is based on resource use in hospitals; it may not be
an accurate measure of physicians’ input costs. Another issue is
who is going to receive the payment—the hospital, the attending
physician, or the medical staff? One consideration in making this
determination is the degree of financial risk imposed on the vari-
ous parties involved. For example, an individual physician’s case-
load may consist of a higher proportion of sicker patients requiring
more intensive care than the average for a particular DRG. Placing
an individual physician at risk could potentially encourage the pro-
vision of less care than was medically appropriate or the avoidance
of more severe cases.

Another issue is the potentially dangerous alignment between
hospitals and physicians under a DRG payment scheme. Under the
existing system, the physician is the last remaining check on qual-
ity. If he or she is given the same incentives as the hospital to
reduce care, then quality may grossly deteriorate. Other issues in-
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volve potential gaming—multiple admissions to maximize reim-
bursement; shifting care to the outpatient setting, etc.

Capitation.—Medicare would contract with an entity such as a
carrier, which would serve as an at-risk insurer in a defined geo-
graphical area. Medicare would essentially purchase a specified
package of services for a specified per person price. The entity
would be responsible for determining payment amounts and pay-
ment units. To assure beneficiary access to care at predictable
levels of out-of-pocket costs, an entity could be required to obtain
physician participation agreements from a certain percentage of
physicians in the geographic area. The Federal Government would
be required to determine the per capita (per person) payment
amount. The system could be designed to be mandatory for all
beneficiaries or optional.

Administration’s voucher plan.—The administration is seeking to
use a combination of vouchers and capitation; it has backed off
from DRG-based payments and uniform fee schedules based on rel-
ative value scales. Under the proposal, called the Medicare Vouch-
er Act of 1985, the Government would make single payments (eg,
95 percent of the per capita payment for Medicare—estimated to be
around $200 per month) to an entity (health benefit organization),
such as a private insurance company, to cover all physician serv-
ices both in and out of the hospital. The idea is based on the HMO
model. The theory is that if every Medicare patient is given the
option of joining such a plan, doctors’ groups, HMO’s, and insur-
ance and medical groups would compete to offer the best plans at
the lowest costs, holding prices down while providing the required
range of services. The insurers could keep the difference if the ben-
eficiary’s health care costs were less than the Federal payment.
The insurers would have to absorb any costs above the payment.
There would be an open season once a year for beneficiaries to
elect plans and they would not have to pay more than they do now
for copayments and deductibles.

There are many questions about the effects of such a proposal
and it is likely to be heavily scrutinized by Congress and organiza-
tions representing the elderly. Initial concerns include whether
beneficiaries will have the information and knowledge to make ra-
tional selections among the various plans.